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CHAPTER 1 

DOUBLE ENTRY BOOK-KEEPING 

§1. Introduction 

Business transactions comprise the exchange of value, either in the form of money, 
3r of goods or services which are measured and expressed in terms of money. Book¬ 
keeping is the systematic recording of such transactions in a manner which enables 
^e financial relationship of a business with other persons to be clearly disclosed, and 
:he cumulative effect of the transactions on the financial position of the business 
itself to be ascertained. 

It is by no means easy to draw a clear line of distinction between book-keeping and 
iccountancy. Broadly speaking, however, the function of the book-keeper is to keep 
the books and make the accounting records, whilst that of the accountant is to decide 
hiow such records shall be kept and to appraise the significance of the information 
disclosed thereby. 

The accountant is responsible for directing and co-ordinating the work of the book¬ 
keeping staff, and for designing and maintaining accounting systems adequate to the 
needs of the particular business. It is part of his duty to prepare periodical accounts of 
profit and loss and financial statements in a form which will be of assistance to the 
management, not only in appraising past results, but in formulating future policy. 
By careful and scientific analysis of accounting records he can bring to light significant 
facts which will enable errors in management and policy to be rectified and reforms 
and economies to be introduced. He must be competent to devise and consolidate 
the accounting records of branches and subsidiaries, install and direct costing systems 
and generally to advise the management and give effect to their policy on all matters 
affecting the business in its financial and accounting aspects. 

The principles of double entry book-keeping are described and illustrated in full 
detail in Spicer and Pegler’s Practical Book-Keeping and Commercial Knowledge and 
are only dealt with in brief outline in this work, which is devoted mainly to the higher 
functions of accountancy. 

§ 2. The Theory of Double Entry 

Double Entry Book-keeping takes cognisance of the fact that every transaction which 
is capable of being recorded in terms of money involves the receiving of value by 
one or more persons and the giving of equivalent value by another or others. The 
system accordingly requires entries to be made in the books of a business to give 
effect to both aspects of the transactions. 

The principal book of account is the Ledger, and although, normally, a number 
of subsidiary books are also necessary, it is the Ledger in which all transactions are 
ultimately r^orded in double entry form. The Ledger is divided into ‘accounts*, each 
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being devoted solely to transactions with a particular person, or of a particular kind. 
Accounts dealing with persons are called ^Personal Accounts’ and those in 
which transactions are recorded from the viewpoint of the business, ‘Impersonal 
Accounts’. The latter class is further subdivided into ‘Real Accounts’ 
which are concerned with things (e.g., plant and machinery, buildings, etc.) and 
‘Nominal Accounts* in which^the various kinds of expense, income, profit and 
loss are recorded. 

The simplest form of ledger account is divided vertically into two sides, that on 
the left being called the ‘debit’ and that on the right the ‘credit’ side of the account. 
Accordingly, an entry on the left hand side of a ledger account is called a debit, and 
one on the right hand side a credit to that account. 

The fundamental rule of double entry may now be concisely stated, as follows: 
The account which Receives value is Debited; 

The account which Gives value is Credited. 

Thus, if XY & Co. sell goods of the value of £100 on credit to AB & Co., in the 
books of XY & Co. the personal account of AB & Co. is debited and the impersonal 
account for Sales is credited with £100, AB & Co. having received the value, and 
Sales Account being the account in which the ‘giving’ of value in the form of sales 
is recorded. When, later, AB & Co. pay the £100, their account is credited, because 
they ‘give’ the value, and Cash Account is debited, because this account ‘receives’ it. 

It must be observed that the value received by, and consequently debited to, an 
account is not in all cases something tangible, such as goods or cash. The payment of 
wages, for example, is made as consideration for a service received by the business, 
v/z., the labour of employees, and must be debited to Wages Account, which repre¬ 
sents that type of service. The value received may even be of a negative character, 
and constitute a loss, such as a bad debt which, when sustained, must be debited to the 
account which ‘receives’ the loss, v/z.. Bad Debts Account, and credited to the account 
of the defaulting debtor, which yields it. 

Again, the account which gives the value may be an impersonal one, representing 
the source of a benefit, such as income from investments. Here the amount received is 
debited to Cash Account and credited to Income from Investments Account, the 
account of the source from which the income is derived. 

It will be seen from an examination of these illustrations that the rule of double 
entry stated above, may be amplified as follows: 

(1) Receipts are debited; payments credited. 

(2) Assets are debited; liabilities credited. 

(3) Losses are debited; profits credited. 

(4) Expenses are debited; income credited. 

From the above considerations, the following advantages of the double entry 
system of book-keeping may be deduced: 

(1) It provides a complete r«:ord of every transaction, from both its personal and 
impersonal aspects. 
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(2) It provides an arithmetical check on the records, since the total of the debit entries 
must equal the total of the credit entries, and as a consequence, the total of the 
debit balances must equal the total of the credit balances. 

(3) From the personal accounts the amounts owing to and by each person with whom 
the business deals can at any given time be ascertained. 

(4) The balances of the nominal accounts can be collected together in a Profit and 
Loss Account,’which discloses the result of the operations, Le.. the profit or loss 
for any given period. 

(5) By means of a Balance Sheet, in which the balances of accounts representing 
capital, assets and liabilities are set out, the financial position of the business at 
any given moment, can be ascertained. 

(6) In association with a reliable system of internal organisation, it reduces the risk, 
and facilitates the detection of, errors and fraud. 


§ 3. The Various Classes of Assets and LJabilitics 
Assets may be classified as follows; 

(a) Fixed Assets are those which are acquired for continuous use in the busi¬ 
ness, and not for conversion into cash. The life of such assets usually extends over a 
number of years, and the operations of many accounting periods derive benefit from 
them. The cost of fixed assets, therefore, represents capital expenditure, which, in¬ 
stead of being charged wholly against the revenue of the period in which it is incurred, 
is spread over the effective lifetime of the assets, by charging a proportion thereof 
against the revenue of each of the years in which they are used. Examples of fixed 
assets are buildings, plant and machinery, fixtures and fittings, goodwill, etc. 

{b) Wasting Assets are assets which are fixed in nature, but are gradually con¬ 
sumed or exhausted in the process of earning profits, e.g.^ a mine, a cemetery. 

(c) Current (or Floating) Assets. These consist of goods which are 
acquired for the purpose of sale, and assets in the various stages of conversion into 
cash, such as book debts, bills receivable, and cash itself. Such assets are also referred 
to as ‘circulating assets’, because they are constantly changing in fonn by being 
‘turned over’ in the process of trading. Thus, cash may be applied in purchasing goods, 
goods may be sold and replaced by book debts, book debts are realised into cash, 
and so on. It is by the turnover or circulation of current assets that profits or losses 
are made. The current assets constitute the ‘working capital’ of the business. 

Cash, and assets that are capable of immediate realisation, e.g., bills receivable, 
are also termed ‘liquid assets’. 

(</) Fictitious (or Nominal) Assets are debit balances resulting from ex¬ 
penditure of an exceptional nature, which is not represented by present value, but 
has not been written off. Examples are preliminary expenses (in the case of a limited 
company), and deferred revenue expenditure, such as special advertising, the benefit 
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of which will extend to future periods and which it would be inequitable to charge 
against the revenue of any one period. Such assets have no intrinsic value, and it is 
therefore desirable to write them off as soon as possible. 

Assets may also be classified as ‘tangible’ and ‘intangible’, the former comprising 
those which have material existence, such as stock, cash, plant, etc., and the latter 
those which have no tangible form, but represent the value of a right, e.g., goodwill, 
patents, book debts, etc. The use of these expressions is not recommended, as there 
is a tendency to depart from the literal interpretation of the terms. Intangible assets 
must not be regarded as necessarily fictitious; they may, in fact, be of considerable 
value, as in the case of goodwill and patent rights, whereas a fictitious asset is 
valueless. 

Liabilities are amounts owing by a business. They are not capable of as varied a 
classification as assets, but care must be taken, in a Balance Sheet, to indicate clearly 
their nature. Those of a short term character, which have to be met day by day out 
of the current assets of the business, are classified as ‘current liabilities’ and the ratio 
of these to the current assets is important, as indicating the extent and adequacy of 
the working capital of the business. Cash liabilities, such as bank overdrafts and 
temporary loans should be clearly designated, whilst those of a more permanent 
character may be classified as ‘fixed’ or ‘long term’ liabilities. 


§ 4. Capital and Revenue Expenditure 

The distinction between capital and revenue expenditure is broadly analogous to that 
between fixed and current assets. C apital expenditure is all expenditure incurred in 
acquirin g fixed assets and in placing the business in a position in which it is able to 
commen ce or con tinue operations . R evenue expenditure is incurred in the purchase 
of goods tor resale. I n selling those goods, and in administering and carrying on the 
bus ines s. 

Since capital expenditure results in some more or less long term benefit to the 
business, it is written off piecemeal, the proportion unexpired at the end of each 
accounting period being carried forward to continue to form part of the capital 
employed in the business. Revenue expenditure, on the other hand, contributes only 
once to the earning of profit, and except to the extent that it is represented by unsold 
stock and payments in advance, is wholly exhausted and written off against revenue 
in the period in which it is incurred. 

For the financial health of the business, capital expenditure should be provided for 
by long term capital, i.e., capital contributed by the proprietors, or raised in the form 
of mortgages or debentures, which are not repayable at an early date. Although it 
may be desirable for revenue expenditure also to be provided, at least partially, by 
long term capital, it may be financed to some extent by bank overdrafts and credit 
received from creditors, so long as the current assets are maintained at a figure suf¬ 
ficient to meet the current liabilities as they become due, and to leave an adequate 
margin of working capital to meet current expenses and contingencies. 
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§ 5. The Books of Prime Entry 

Although the principle of double entry requires a debit and a credit to be made in 
the ledger in respect of every transaction, it is necessary first to sort out the trans¬ 
actions, according to their nature, by entering them in subsidiary books, or ‘books of 
prime entry’, from which they can conveniently be transferred, or ‘posted’ to the 
ledger. Any number of books of prime entry may be employed, according to the 
needs of the particular business. Those usually found in a trading business are cash 
books, day books, and the journal. 

Cash Book 

A cash book serves the dual purpose of a book of prime entry and a ledger account. 
It is ruled, like a ledger account, with debit and credit sides, all cash received being 
debited and cash paid credited. In order to complete the double entry for cash trans¬ 
actions, items are posted from the debit side of the cash book to the credit side of 
ledger accounts, and from the credit side of the cash book to the debit side of ledger 
accounts. A cash book is, in fact, a ledger account for cash transactions; an entry 
in a cash book constitutes one part of the double entry, and it only remains to make 
the other part. 

In a large business there may be a number of cash books, according to the number 
of cash accounts which it is necessary to maintain. In any event there will usually 
be, in addition to the general cash book, a petty cash book, in which small incidental 
expenses, such as postages, fares, carriage, etc. are recorded. 

Day Books 

A day book is a book in which all transactions of a particular kind are entered 
preparatory to their being posted to the ledger. Separate day books will usually be 
found for purchases, sales, returns outwards, returns inwards, and for any other 
classes of transactions which are sufficiently numerous to justify the use of a separate 
book. As will be seen later, the double entry in the ledger in respect of transactions 
first entered in a day book is usually effected by posting each item to the debit or 
credit of the personal account of the debtor or creditor concerned, and the periodical 
total of the transactions to the credit or debit of the appropriate impersonal account 
in the ledger. For example, each item in the sales day book is posted to the debit of the 
account of the customer who receives the goods, whilst the periodical total of the 
sales is posted to the credit of the Sales Account, which ‘gives’ the value. 

The Journal 

Formerly, the journal was the only book of prime entry, and every transaction, of 
whatever kind, was recorded therein in the first instance, before being posted to the 
ledger. In modern book-keeping, the journal has been supplanted, to a large extent, 
by the day books (which are, in effect, special journals) so that the use of the journal 
is now restricted to miscellaneous transactions and adjustments, for which no other 
book of prime entry is available. 
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§ 6. Cash Books 

(a) Form of Cash Book where receipts are banked, and all payments are made by cheque. 
In order to minimise the risk of misappropriation of cash, all cash received should, 
if possible, be paid into a bank account intact, and all payments, apart from petty 
disbursements, should be made by cheques drawn on that account. The cash book 
should contain columns on either side for Details and Bank, each sum received being 
entered on the debit side in the Details column, and the amount of each lodgment with 
the bank (which should agree with the amount appearing in the bank paying-in slip) 
extended into the Bank column. On the credit side, the amount of each cheque drawn 
on the bank account is entered in the Bank column, so that the Details column need 
only be used where one cheque is drawn to provide for two or more payments. As has 
been already explained, entries on the debit side of the cash book are posted to the 
credit side of the corresponding accounts in the ledger, and entries on the credit side 
of the cash book to the debit side of the ledger accounts. 

Where cash discounts are allowed and received, additional columns therefor must 
be provided on each side of the cash book. 

Cash Discount is an allowance made by a creditor to his debtor in considera¬ 
tion of the amount of the debt being paid either immediately, or within a specified 
period, called the period of credit. The discount is deducted by the debtor from the 
sum due, when making the payment. When a cash discount is allowed by the business, 
the amount thereof is entered in the Discounts column on the debit side of the cash 
book, and posted, together with the cash to which it relates, to the credit side of the 
account of the payer. Similarly, discount received is entered in the Discounts column 
on the credit side of the cash book, and posted, together with the cash paid, to the 
debit of the account of the payee. On balancing the cash book, the Discount columns 
are cast and ruled off, the total of the Discounts Allowed column being posted to the 
debit side, and the total of the Discounts Received column to the credit side of the 
Discount Account in the ledger. 

It will be observed that whereas, in respect of cash receipts and payments, the cash 
book serves the purpose of a ledger account, so that in order to complete the double 
entry it is only necessary to post each item to the opposite side of the ledger, the Dis¬ 
count columns merely contain memoranda of the discounts allowed and received, and 
entries therein must be posted twice to the ledger, viz. to the debit or credit, as the 
case may be, of the personal account involved, and in total to the credit or debit of 
the Discount Account. In explanation of the apparent paradox that the account of a 
person to whom discount is allowed is credited with the amount of the discount, it 
must be borne in mind that by paying his account earlier than was absolutely neces¬ 
sary, the debtor has given, and the business has received, a benefit, the value of 
which is measured in terms of discount. Accordingly, the account which receives the 
benefit, viz., the Discount Account of the business is debited, and that of the giver of 
the benefit is credited. Alternatively, the discount allowed may be regarded as an 
expense or loss to the business, and a profit to the debtor. Similarly, discounts re¬ 
ceived by the business are credited to the Discount Account, and debited to the 
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creditors’ accounts, since the business yields, and the creditoi^ receive, the benefit of 
prompt payment. The amount of the discount is a gain to the business and a loss or 
expense to the creditor. 

Cash discount must be distinguished from trade discount. 

Trade Discount is an allowance made by a manufacturer or wholesaler to a 
trader who has to reseU the goods, and usually takes the form of a fixed or graduated 
percentage off the list price of the articles sold. It varies greatly in different trades, 
and often also on different articles, or on different quantities, in the same trade, and 
frequently represents the whole or a substantial part of the purchaser's profit on 
reselling the goods. Trade discount is granted without regard to the time when the 
cash is paid, and is normally deducted on the invoice for the goods, and from the 
entry in the sales day book, so that the purchaser's account in the ledger is debited 
and Sales Account credited with only the net amount. Similarly, in the purchaser’s 
books, only the net amount of the purchase, after trade discount has been deducted, 
is entered in the bought day book and posted to the credit of the seller’s account. 


lllustratioii 
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Note.-The account of J. Jones will be credited with £100 and that of F. Smith with £50, whilst Discount 
Allowed Account will be debited with £3. The account of F. Robertson will be debited with £200, Salarin 
Account with £15 and Petty Cash Account with £5, whilst Discount Received Account will be credited with £4. 

(b) Form of Cash Book for mixed Cadi and Bank transactions 
In small businesses it is often found that some cash takings are applied in paying 
for purchases and expenses, only the balance being banked. When this is done, the 
cash book should have columns on either side for Cash and Bank^ the Cash columns 
representing, in effect, the ledger account for cash and the Bank columns the ledger 
account with the bank. All amounts received, whether in the form of notes, coin or 
cheques, should be entered on the debit side in the Cash column, whilst payments 
should be entered on the credit side, in the Cash column, if made by cash, and in the 
Bank column if made by cheque. When cash is paid into the bank the double entry 
must be completed within the cash book itself, by crediting the Cash column and 
debiting the Bank column. Similarly, when it becomes necessary to draw cash from the 
bank, the Bank column must be credited and the Cash column debited. The balance 
of the Cash column, at any time, will represent the cash in hand, and can be checked 
by counting the cash; the balance of the Bank column wiU indicate the balance 
standing to the credit of the business, or overdrawn, as the case may be, at the bank. 






8 

niostration 


BOOK-KEEPING AND ACCOUNTS 


[Chap. I 


On 1st January, the following amounts were received: 

Cheque from J. Jones £20; Discount allowed £1. 

Cash from F. Smith £40; Discount allowed £2. 

Dividend on investment paid direct to Bank £10. 

and the following payments were made: 

Paid T. Robinson by cheque £33; Discount allowed £2. 

Drew £20 from Bank for cash. 

Paid Wages £18 from cash. 

Private drawings of partner £10, from cash. 

Paid £65 to Bank. 

Record the above transactions in a convenient form of cash book, the com¬ 
mencing balances being £25 cash in hand and £300 at the bank. 

CASH BOOK 


Date 

1 

Particulan 

i 

Folio 

Dis- 
1 count 

Cash 

1 

Bank > 

Date 

j Jhtrticulars 

Folio 

j 

Dis¬ 

count 

Cash 

Bank 

19.. 


1 

I £ 

i £ 

£ 

19.. 

1 ; 

i 

1 £ 

£ 

£ 

Ian. 1 

Balances b/d. 

1 


25 

300 

Jan. 1 

T. Robinson 

1 

1 2 


33 


J. Jones 

1 

1 

20 

1 


Cash 

Contra 1 


20 


' F. Smith 


2 

: 40 



Wages .. 1 

i 


18 



Div. from In¬ 

1 

1 ' 

1 

1 

1 



Drawings .. 



10 



vestment .. 

1 



10 

1 ' 
1 

Bank 

1 Contra 


65 



Bank 

Contra ! 

20 

1 


Balances c/d. 



12 

322 


Cash 

1 Contra i 



65 i 









i 

£3 

£105 

£375 1 


! 

1 i 

: 1 

£2 

£105 

£375 

i 

i 

1 

Balances b/d. 

i 

1 

1 


12 

322 1 

ll 

1 

1 

1 

j 

1 

! 

i 


i 



In large businesses, cash receipts are often recorded by one or more clerks, and 
cash payments by others, separate cash books being employed for receipts and pay¬ 
ments respectively. Periodically (e.g., daily, weekly or monthly) the totals of these 
books are entered in a Total Cash Account kept either in the impersonal ledger or in 
a separate book. If this book is under the control of a senior official it enables secrecy 
to be maintained, so far as the ordinary staff is concerned, as to the cash position of 
the business. 

The volume of transactions of the business may necessitate several cash received 
books being kept, e.g., one for each department, and an efficient system of control, 
in such cases, is indispensable. 

Again, it may be desired to deal with such confidential payments as directors' fees, 
managers’ salaries, partners’ drawings, etc., separately from the routine expenditure, 
and in such cases it is customary to have a private cash book with a separate bank 
account, sums being transferred periodically to this account from the general bank 
account. 

(c) Ihe Bank Reconciliation Statement 

It rarely happens that the balance of the cash book agrees exactly, at any given date, 
with the balance shown by the bank pass book or statement. The difference may be 
attributable to any of the following causes: 
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(1) Cheques drawn and credited in the cash book may not yet have been presented 
to the bank for payment. 

(2) Cheques paid into the bank for collection and debited in the cash book may not 
have been credited by the bank. 

(3) Payments made by or to the bank against bankers’ orders may not have been 
entered in the cash book. 

(4) Dividends, bills receivable, etc., collated by the bank may not have been entered 
in the cash book. Similarly, bills payable may have been paid by the bank, but not 
yet entered in the cash book. 

(5) Bank interest and charges entered in the pass book or statement may not have been 
entered in the cash book. 

(6) Cheques dishonoured may not have been re-presented or, if re-presented, may 
have been returned unpaid, and debited to the account by the bank, but not yet 
entered in the cash book. 

It is necessary, therefore, to complete the writing up of the cash book in respect of 
any items not yet recorded therein, and then to prepare a reconciliation statement 
between the final cash book balance and the balance shown by the bank statement. 
Having checked entries in the cash book against those in the bank statement, the 
items not ticked on either side of the cash book will represent those not yet passed 
through the bank. The items not credited by the bank should be added to the balance 
shown on the bank statement, and the cheques outstanding deducted, unless the 
account is overdrawn, when the items not credited by the bank will be deducted from, 
and the cheques outstanding added to the balance shown by the bank statement. The 
balance should then equal the balance shown by the cash book. 

Illustrations 

(1) On checking the bank statement with the cash book, it was found that the balance 
standing to the credit of the business at the bank was £722, whereas there was a balance (Dr,) 
on the cash book of £700. Cheques paid in,but not yet credited by the bank were: Black £40, 
White £60; and cheques drawn in favour of the following persons had not yet been presented 
for payment: Jones £20, Smith £32, Robinson £70. Prepare the reconciliation statement. 


RECONCILIATION OF BANK STATEMENT WITH CASH BOOK 


Balance as per Bank Statement 
Add Amounts not credited ~ Blade .. 

White .. 


Less Cheques outstanding - Jones .. 

Smith .. 
Robinson 



£ 

1 

! £ 



1 722 


40 



60 ! 



1 

; 100 


i 

1 822 


20 



32 j 



122 


Balance as per Cash Book 


i £700 


(2) Assuming the facts as in the previous illustration, with the exception that the balance 
at the bank was £6, and the overdraft as per Cash Book £16, the statement would be as 
follows: 


A2 
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Balance at Bank per Bank Statement .. 



Add Amounts not credited - Black .. 

40 ; 

1 

White . 

i 60 : 



1 ' ■ ' ' 

100 



106 

Lest Cheques outstanding - Jones .. 

20 1 


Smith .. 

32 1 


Robinson 

‘ 70 j 




122 

Overdn^ as per Cash Book 

, 

£16 



§ 7. The Petty Cash Book 

Petty cash transactions may most conveniently be recorded in a columnar petty cash 
book, an example of which is given below. Receipts of cash are entered in the receipts 
column (the Bank column in the general cash book being credited); whilst payments 
are entered first into a total payments column, and then extended into subsidiary 
columns analysed under the most convenient headings. The totals of the various 
analysis columns are posted at each balancing period to the debit of the respective 
impersonal accounts, with the exception of that of the Ledger column, which is 
reserved for all items for which there is no specific analysis column. These items are 
posted in detail to the appropriate accounts. This form of petty cash book obviates 
the necessity of posting each payment separately to the ledger. 

When an analysed petty cash book is used there is no necessity to keep a petty cash 
account in the impersonal ledger, as the petty cash book is itself a ledger account and 
forms part of the double entry. Frequently, however, a Petty Cash Control Account 
is opened in the impersonal ledger, and all amounts paid to the petty cashier are 
debited thereto. At regular intervals the totals of the analysis columns of the petty 
cash book are entered on the credit side of the Petty Cash Control Account from 
which postings are made to the various expense accounts. In this manner the petty cash 
book becomes merely a memorandum book, and forms no part of the double entry. 


Illustration 


PETTY CASH BOOK 


c o 

oS I 

ReccipM :s-|Uaie 

ir « ' 


Particulars 


I IS i I ' I 
SE. ip aSl .s I 


Is: ££ 


U >.8 

I ■ 

I 1 


' 19.. 

to 0 0 I 31 iJao.I . Cash 

Envelopes 


; £ s. d. ; £ s. d. I £ s. d. £ a. 

I ! 12 0 I { 12 0 


J. Jones - Bristol Expenses i 2 3 10 6 ' 3 10 6 


£10 0 0 



2 ' Postage 

Office Furniture - Stool 
I Cleaning Carpets . 


Balance c/d. .. 


3 Balance b/d. .. 


2 0 0 

3 12 <• 

4 i 17 6 


7 12 6 3 to « 12 0 2 0 0 I 17 6 


2 7 6 L. 49 L. 25 L. 19 L. 81 


£10 0 0 
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The Imprest System of Keeping Petty Gash 

The imprest system is a method of keeping cash or petty cash, whereby the cashier 
is provided with a fixed sum, and at each balancing period is given a cheque for the 
exact amount of his disbursements, thus restoring the petty cash balance to the 
original figure. The amount of the periodical disbursements is thus kept prominently 
before the notice of a responsible person, and enables a closer check to be imposed 
on petty cash expenditure. The petty cash book should always be thoroughly checked 
when expenditure is reimbursed, and ruled off or initialled up to that point. The petty 
cashier can at any time be called upon to produce vouchers for unreimbursed ex¬ 
penditure and the total amount thereof, together with the cash in hand, should equal 
the amount of the imprest. 

§ 8. Day Books 

The most important day books are those used for purchases, sales, returns inwards 
and returns outwards. 

The following is a suitable ruling for a simple form of purchases day book: 


Date 

PURCHASES DAY BOOK 

1 ) , 

! Particular* 

1 No. 

Ledfter 

Folio 

Amount 

19.. 
Jan. 1 

j 1st January, 19.. 

18 1 A. Wilson 

W. 62 

£ i. d 
44 16 


19 ' .1. Smith 

S. 104 

SO 0 

1 

1 

20 ! A. Luca* 

' 1 

L. 22 

18 0 


The particulars of entries in the purchases day book are obtained from the invoices 
received in respect of the goods purchased. Invoices should be numbered and filed in 
numerical order, the serial number of each invoice being entered in the appropriate 
column in the purchases day book. No difficulty should then be experienced in 
referring to any invoice, if it becomes necessary, for particulars of the purchase. 

It is sometimes convenient to have separate day books for alternate days, to facili¬ 
tate posting to the ledger. 

The amount of each item in the purchases day book is posted to the credit of the 
account of the supplier. Periodically the purchases day book is cast, and the total 
posted to the debit of Purchases Account. 

The sales day book, returns inwards book and returns outwards book are in similar 
form, the double entry in the ledger being effected as follows: 

Sales Day Book. 

Debit each sale to the personal account; credit periodical totals to Sales Account. 

Returns Inwards Book. 

Credit each return to the personal account; debit periodical totals to Returns 

Inwards Account. 

Returns Outwards Book. 

Debit each return to the personal account; credit periodical totals to Returns 

Outwards Account. 
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Separate day books may also be kept for allowances, commissions, fees, bills 
receivable and bills payable, and other purposes, according to the needs of the 
business. 

Columnar Day Books 

It is frequently convenient to have a form of purchases day book that will record all 
inward invoices, whether they relate to purchases or expenses. 

A Total column is provided, and as many subsidiary columns as are necessary in 
the circumstances. The amount of each invoice is entered in the Total column (from 
which it is posted to the credit of the creditor’s account), and extended into the proper 
subsidiary column or columns. The totals of these columns are posted periodically to 
the debit of the respective impersonal accounts, thereby obviating the necessity of 
posting each item separately to the impersonal ledger. 

The following is a suitable ruling for such a book: 

COLUMNAR PURCHASES DAY BOOK 

. ‘ ‘ j' ----- —- I 

Date I Particulars ^ Fo, Total Purchases Freight !j Trade Exps. j Ledger j Fo. 

’ 1 ! I ! I I 


The ledger column is used for items for which no special column is provided. Items 
in this column are posted in detail and not in total. 

Similar forms can be used for sales day books, returns books and the like, where it 
is desired to analyse the items under different headings, c.g., classes of goods, depart¬ 
ments, travellers, ledgers, etc. 

§ 9. The Journal 

Since the vast majority of transactions are capable of being assigned to one or other of 
the day books or special journals, the use of the journal (or ‘journal proper’) is now 
confined to such items as: 

(1) The purchase and sale of fixed assets, where columnar purchases and sales books 
are not kept; 

(2) Transfers from one account to another; 

(3) Corrections and adjusting entries; 

(4) Opening and closing entries. 
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Unlike a day book, from which all items have to be posted to the same impersonal 
account, thus enabling the total of such items to be posted in one sum periodically, 
the entries in the journal relate to transactions of miscellaneous kinds, and do not 
lend themselves to collective posting. The journal is therefore provided with debit 
and credit columns to correspond with the sides of the ledger. Entries in the debit 
column of the journal are posted to the debit side of the ledger, and entries in the 
credit column of the journal to the credit side of the ledger. 

There should be appended to each entry in the journal an explanation of the trans¬ 
action, or narration^ without which the origin of, and reason for, the entry might not 
be apparent. The narration should contain full information as to the nature of the 
transaction and the dates of contracts, minutes, resolutions, etc. giving rise to it, so 
that the authority for the transaction as well as the origin of the entry will be shown. 

A journal entry shows first the name of the account to be debited, with the amount 
in the debit column. The name of the account to be credited follows on the next line 
(the amount being entered in the credit column), prefixed by the word‘To’, as indicat¬ 
ing that the first account is indebted to, i.e., has received from, the second, the value 
entered in the cash columns. Sometimes a journal entry will be a composite one, in 
which more than one account is debited or credited. The totals of the debits and 
credits must, however, be equal in amount. (In practice, the use of the word ‘To’ 
is frequently dispensed with.) 

Illustrations 

(1) Record by journal entry purchase of Gas Engine, £600, from B. Jones & Co. 

JOURNAL 


Plant and Machinery Account 
To B. Jones & Co. 

Being purchase of one Gas Engine. 


£ 

Or. P.L. 3 I 600 
B.L. 27 I 


Note. - From the above entry £600 will be posted to the debit of Plant and Machinery Account and £600 
to the credit of B. Jones & Co. 


(2) Record by journal entry transfer of £50 from B. Jones & Co.’s account in the 
bou^t ledger to their account in the sales ledger, to set off a purchase against a sale. 

JOURNAL 


B. Jones & C.o. 

To B. Jones & Co. 
Being balance i 
account. 



1 

£ 

£ 

Dr. 

B.L. 27 ! 

50 


Bought Ledger Amount transferred to Sales Ledger on contra 

S.L. 22 


50 


Note. - B. Jon^ & Co’s, account in the bought ledger is debited and their account in the sales ledger 
credited, thereby setting off the purchase against the sale. 


(3) Record by journal entry interest at 5 per cent per annum for one year on A. ft F. 
Smith’s capitals of £1,000 and £500 respectively. 
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JOURNAL 


lntere'>t nn Capilal Account Dr. 

To Current Accounts— 

A. Smith - 5!^, on £1,000 
P. Smith-3% on £500 

Beinp interest at S per cent, per annum ior the year ended 31st December, 19.., 
on Partners’ Capitals. 


P.1,. 64 j 

P.L. 10 I 

P.L. 15 I 

i 


£ 

75 


£ 


50 

25 


jVote. - Interest on Capital Account is debited with £7S, A. Smith's Current Account being credited with 
£.50 and F. Smith’s with £25. 


(4) Record by journal entry the opening entries of B. Sinith, who started business on 
ist .Tanuary, 19.., with the following assets and liabilities: 


£ 


Sundry Debtors 


200 

Bills Receivable 


100 

Cash at Bank .. 


500 

Stock .. 


800 

Sundry Creditors 


150 

Bills Payable 


50 


JOURNAL 


IV . 

tan. 1 


I 


Sundries; 

To Sundries; 

Sundry Debtors 
Bills Receivable . 

Stock .. 

Cash 

Sundry Creditoni 
Bills Payable 

B. Smith: Capital Account 
Being Assets. Liabilities and Capital at this date. 


1 ^ 

f 

200 


, 100 


, 800 


1 500 

150 


50 

1 

1,400 

1 £1.600 

£1,600 

1 



Note. - The above entry is necessary to open the books of B. Smith’s business on double entry principles. 
Each asset received by the business is debited to the appropriate asset account, and each liability credited 
to the appropriate liability account. The excess of the aggregate amount of the assets over that of the liabilities 
represents the value which the business has received from the proprietor, B. Smith, /.e., the capital which be 
has invested in the business, and is credited to his Capital Account. 


(5) How would the following errors in the books of a business affect the accounts? 
Show corrective Journal entries: 


£35 0 0 for goods sold to H. Jones posted to the debit of General Expenses 
Account. 

63 1 2 cash posted to the credit of H. Brown, a partner, instead of to H. Brown, 
a customer. 

12 1 9 posted to Office Expenses Account for the purchase of a safe. 

1 5 6 posted to debit of Stationery Account, instead of to T. Wildsmith in pay¬ 
ment of his account. 

39 1 7 for wages to workmen for erecting the firm’s new machinery, charged to 
Wages Account. 


30 0 0 cost of repairing roof of a shed, charged to Buildinp Account. 
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JOURNAL 

I 

£ •. d. I 

H. Jonei .. .. .. .. />r. ' 35 0 0 I 

To General Expenses Account .. .. ’ I 

Being transrer to H. Jones of amount debited in error to Expenses. i { 

. . . ' ■ I !■ — .. . I*!..,. I ..1^ , ■.l,!—11.1— ! I 

H. Brown. Current Account.. .. .. .. J)r. ' 63 I 2 ' 

To H. Brown (Sales Ledger) 

Being transrer to customer of amount posted in error to credit of H. Brown's Current Account. > 


Office Furniture Account 

Tu Office Expenses Account.. 

flr. , 

12 

1 9 

12 

1 

9 

Being transfer to Furniture Account of cost of Safe charged in error to Office Expenses. 







T. Wildsmith 

To Stationery Account 

Dr. , 

1 

S 6 

1 

5 

6 

Being transfer of amount posted in error to Stationery Account. 







Plant and Machinery Account 

To Wages Account 

Dr. 

3V 

1 7 

39 

1 

7 

Being Wages incurred in erecting new Machinery. 

■ 






Repairs Account 

To Buildings Account 

Dr. , 

30 

0 0 ! 

30 

0 

0 


Being cost of repairing roof of Shed charged in error to Buildings Account. 


£ a. d. 
35 0 0 

63 I 2 


The rectificalion of these errors will increase the profit by £57 8s. lOd. as follows: 
Decreased debits on expense accounts— 



£ 

s. 

d. 

General Expenses 

.. 35 

0 

0 

Office Expenses .. 

.. 12 

1 

9 

Stationery 

1 

5 

6 

Wages .. 

.. 39 

1 

n 

t 


87 

8 

10 

Less Increase in debit for Repairs 

.. 30 

0 

0 

Increase in Profit.. 

.. £57 

8 

10 


§ 10. The Ledgers 

Hitherto the ledger has been referred to as one book, and in a small business it is 
possible that all ledger accounts could be accommodated in one volume. In a business 
of any size, however, it is necessary for the ledger to be subdivided, because of the 
large number of accounts, and also to enable a number of clerks to be engaged in 
posting to ledger accounts at the same time. 

In a trading business it is usual to have a sales ledger, a bought ledger and a 
nominal or impersonal ledger. Further subdivision may be necessary, according to the 
size and requirements of the business. For example, the sales ledger may be divided 
into a number of books, each containing accounts of customers whose names begin 
with a particular letter, or a letter within a particular group. Thus there may be a 
ledger for names commencing with any of the letters A to G, another for names 
commencing with H to O, and another for P to Z. Alternatively, the ledgers may be 
divided according to geographical areas, or departments, or agencies. The bought 
ledger may be similarly divided. 


t , . rv). 
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The impersonal ledger may contain all the real and nominal accounts. This 
ledger may, however, be divided into a nominal ledger and a private ledger, the latter 
containing partners’ capital and current accounts, loan accounts, investment accounts 
and any other accounts of a private and confidential character. 

Loose Leaf and Card Ledgers 

Within recent years the use of loose-leaf and card systems of ledgers has become in¬ 
creasingly familiar, and in most cases there can be no doubt that the advantages to be 
derived from such systems are considerable. 

A Loose-leaf ledger is one, the leaves of which are not bound together in the 
ordinary way, but are inserted in binders with a locking mechanism in such a manner 
that they can be withdrawn, or new leaves inserted, by a very simple operation. 

A Card ledger consists of a number of cards, one for each ledger account, which are 
filed away in alphabetical order in cabinets. As the cards have to be withdrawn from 
the cabinets for entries to be made on them, it is not possible to take the same pre¬ 
cautions against loss or substitution as in the case of loose-leaf ledgers, where the key 
of the ledger can be kept under the control of some responsible official, and strict 
supervision must therefore be enforced. Card ledgers are indispensable in mechanised 
accounting. 

The following are other advantages to be derived by the adoption of these systems: 

(1) The ledgers are continuous, inasmuch as additional pages or cards can be inserted 
as required, and it is therefore unnecessary to open new ledgers altogether at any one 
time. Moreover, all leaves relating to one person can be kept together, which is 
usually impossible in a bound ledger, no matter how carefully it is ‘spaced out’ 
when opened. 

(2) Closed and dead accounts can be withdrawn from the ledger, and filed separately. 
This avoids the necessity of keeping such a large number of accounts in the current 
ledgers. 

(3) For the purposes of extracting balances, preparing statements, or checking post¬ 
ings, the sheets or cards can, if necessary, be divided between a number of clerks. 
The disadvantages of these systems are as follows: 

(1) As additional leaves are inserted as required, the ledgers cannot be folioed in the 
ordinary manner, although this can be done to a partial extent under the heading 
of each letter. 

(2) The possibility of sheets or cards being accidentally lost or destroyed, and, in the 
case of cards, being misplaced in the cabinets after use. This disadvantage is over¬ 
come by a sound system of internal control. 

(3) There is a danger of a fraudulent substitution of one sheet or card for another, in 
order to conceal defalcations; or sheets or cards might be destroyed intentionally 
for a similar reason. Again the internal control should obviate these possibilities. 

(4) It has been contended that loose-leaf or card ledgers might not be admitted as 
sufficient evidence in a court of law, owing to the possibility of substitution, but 
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this need not be regarded as a serious disadvantage, since in any case some additional 
evidence for the entry would usually be required, apart from the record in the 
ledger. 

Section 436 of the Companies Act, 1948, provides that any register, index, minute 
book or book of account required to be kept by a company may be kept either by 
making entries in bound books or by recording the matters in question in any other 
manner. Where bound books are not used, adequate precautions must be taken for 
guarding against falsification and facilitating its discovery, and where default is made 
in complying with this requirement, every officer of the company who is in default 
may be liable to a fine not exceeding £50, and to a default fine. 

§ 11. The Trial Balance 

A Trial Balance is a list of all the balances standing on the ledger accounts and cash 
books of a concern at any given date. It is clear that if a debit and a credit have been 
made in respect of every transaction, in the absence of clerical errors the total of the 
debits should equal the total of the credits, and if the accounts are balanced off, and 
the balances carried down, the total of the debit balances should equal the total of the 
credit balances. 

Although the agreement of the two sides of a Trial Balance provides prima facie 
evidence of the accuracy of the book-keeping, it is not conclusive proof of the absence 
of error, since the following classes of mistake would not cause a disagreement in a 
Trial Balance: 

(1) The complete omission of a transaction, neither a debit nor a credit being made. 

(2) Posting to the correct side of the ledger but to the wrong account. 

(3) Compensating errors, e.g., errors on one side of the ledger compensated by errors 
of the same amounts on the other side; or underpostings on one side compensated 
by overpostings on the same side. 

(4) Errors of principle, e.g., where transactions have been dealt with in a fundamen¬ 
tally incorrect manner, such as revenue expenditure treated as capital, or vice versa. 

§ 12. The Trading and Profit and Loss Account 

In order to ascertain the profit or loss made during a period, where books are kept 
by double entry, it is necessary, on the final date of the period, to transfer the balances 
of the nominal accounts to a Profit and Loss Account, in which the expenses and 
losses are set against the gains to show the net profit or loss. 

Where the business comprises the buying and selling of goods, the Profit and Loss 
Account is normally divided into three sections, viz.. Trading Account, Profit and 
Loss Account, and Appropriation Account. 

The object of the Trading Account is to find the amount of the gross profit on sales, 
i.e., the excess of the realised proceeds of goods sold over their cost, before taking 
into account the expenses incurred in selling and distributing the goods, and in 
running the business. 
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The Trading Account is accordingly debited with the value of the stock of 
goods on hand at the commencement of the period (transferred from the Stock 
Account), with the cost of the goods purchased (transferred from Purchases Account) 
and with any other expenses incurred in bringing the goods to a saleable condition 
(e.g., inward freight, import duty, purchase tax, and possibly certain buying, packing 
or grading expenses which have to be met before the goods arrive at the condition 
and location in which they are available to be sold). The Trading Account is then 
credited with the proceeds of the goods sold (transferred from the Sales Account) and 
with the stock on hand at the end of the period, for which the corresponding debit is 
to the Stock Account. Alternatively, the value of the closing stock may be deducted 
on the debit side of the Trading Account from the sum of the opening stock and 
purchases, in order to show the cost of the goods actually sold. The balance of the 
Trading Account will now represent the gross profit on sales, and is carried to the 
credit of the Profit and Loss Account. 

The bringing into account of the closing stock is important. If the account dealt 
with quantities only, the stock on hand at the commencement, plus the purchase, 
would exactly equal the sales plus the stock on hand at the end. Generally, however, 
the Trading Account deals only with values, though strictly the quantities are pre¬ 
sumed to balance in the manner indicated. In effect, the Trading Account, having 
been debited with all the goods that have come in and credited with all the goods that 
have gone out, gives back to the Stock Account the goods which remain, the value of 
which must accordingly be credited to the Trading Account and debited to the 
Stock Account. 

.In order to ensure that the gross profit disclosed by the Trading Account is not 
overstated by the inclusion of any unrealised profit, or by omitting to make allowance 
for any ascertained loss, the unsold stock should in no circumstances be credited to 
Trading Account at a value in excess of its actual cost, or its current realisable value, 
if that is lower than cost. Furthermore, if at the close of the accounting period the 
stock could be replaced at a lower figure than both the actual cost and the realisable 
value, the replacement value should be substituted. 

The principles to be observed in valuing stock and work in progress in the accounts 
of industrial and commercial undertakings are fully considered in a memorandum 
issued by the Council of the Institute of Chartered Accountants in England and 
Wales, extracts from which are given in Chapter VIII, § 15 (k) in connection with the 
accounts of limited companies. 

The Profit and Loss Account is credited with the gross profit brought 
in from the Trading Account, and with any other revenue items, such as discounts 
receivable, rents receivable, income from investments, etc., arising during the period; 
and debited with all the expenses incurred in selling and distributing the goods, and 
in the general administration of the business. The balance of the Profit and Loss 
Account represents the net profit or loss for the accounting period, which in the case 
of a sole trader, is transferred to his Capital or Current Account. In the accounts of 
other concerns the net profit or loss is carried to an Appropriation Account, 
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in which also appear, in tlie case of a company, any balance brought forward from 
the previous period, and appropriations of profit in the form of transfers to reserves, 
and dividends; and in the case of a partnership, any interest on capital and partners’ 
salaries. The final balance of the Appropriation Account, in the case of a partnership, 
is divided between the partners and their respective shares are transferred to their 
Capital or Current Accounts. In the case of a company, the balance is carried forward 
and appears as a revenue reserve in the Balance Sheet. 

The Profit and Loss Account of a non-trading concern, such as an investment or 
property company, is usually called a Revenue Account or an Income and 
Expenditure Account. 

§ 13. The Balance Sheet 

The Balance Sheet is a classified summary of the balances of the accounts remaining 
open in the ledgers after the balances of the nominal accounts have been transferred 
to the Profit and Loss Account, but including the balance of that account. The 
Balance Sheet does not relate to a period, but sets out the book values of the assets, 
liabilities and capital ‘as at’ a particular date, so that such a heading as ‘Balance 
Sheet for the year ended’ is erroneous. 

Neither does the Balance Sheet profess to show the real monetary worth of the 
undertaking at the dale on which it is drawn up, since the values at which many of 
the assets appear therein may be far removed from the prices they would realise if 
sold, while certain intangible assets, such as goodwill, although of considerable value 
to the business as a going concern, may be completely ignored. In fact, the Balance 
Sheet merely shows, as a rule, the unexpired residue, after allowing for depreciation 
through use, effluxion of time, or other cause, of the original monetary cost of the 
assets, without regard to any change that may have taken place in the purchasing 
power of money since the expenditure was incurred or to the amount of money it 
would now cost to replace them. 

In effect, therefore, the Balance Sheet is a statement showing on the one hand the 
amount of capital sunk or employed in the business and the sources from which it is 
derived (e.g., capital provided by the proprietors, loan capital, retained profits, etc.), 
and on the other, the form in which such capital is employed, i.e., the unexpired 
expenditure, at the date of the Balance Sheet, on the various assets by which the total 
capital fund is represented. 

For the purposes of the Balance Sheet the fixed assets are normally valued at cost, 
less provision for depreciation, and the current assets at cost or net realisable value, 
whichever is the lower. 

It is customary in England where the ‘horizontal’ form of Balance Sheet is used, 
for the credit balances to be entered on the left-hand side of the Balance Sheet, and 
the debit balances on the right-hand side, these being the reverse of the sides on 
which they appear in the ledger. 
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It is becoming increasingly common, however, for companies to dispense with the 
‘horizontal’ form and to present the Profit and Loss Account and Balance Sheet to 
their members in the ‘vertical* form, as illustrated in Chapter VIII, § 15 (j). 

Although there is no statutory order in which the items in a Balance Sheet must 
be marshalled, they should be grouped under suitable sub-headings in order to throw 
into relief the most important aspects of the financial position which the Balance 
Sheet is intended to present, and to render it intelligible to persons unversed in 
accounts. In the case of limited companies, the best modern practice is exemplified 
by the specimen Balance Sheets reproduced in Appendix B. On the assets side, 
separate groupings and sub-totals are given of fixed assets, investments and current 
(or floating) assets, full details being supplied of the assets comprised in each group. 
On the liabilities side, the capital is shown first, reserves and undistributed profits 
being added thereto to disclose, in an extended total, the amount of the proprietors’ 
interest in the net assets. Separate headings and sub-totals are then given of debentures 
and other long-term liabilities, provisions and current liabilities respectively. In some 
cases the total of the current liabilities is deducted from the total of the current 
assets, in order to reveal the net amount of the working capital at the disposal of 
the business. 

Columns may also be provided to show the corresponding figures for the previous 
year. This is compulsory in the case of companies registered under any of the 
Companies Acts. 

§ 14. The Accounts of a Sole Trader 
Illustration 

Henry Williams commenced business on 1st February, with cash at bank £500. The 
following transactions took place during the month: 

19.. £ 


Feb. 

1. 

Bought Goods from W. Martin 

250 



Purchased Warehouse Fittings for Cash 

40 


2. 

Sold Goods to T. Crown 

80 



Drew Cheque for Petty Cash 

20 

99 

3. 

Paid W. Martin on Account 

150 

99 

4. 

Sold Goods to W. Wilson 

100 

99 

5. 

Received Cheque from T. Crown .. 

77 



Allowed him Discount 

3 

99 

6. 

Drew cheque for Wages .. 

7 

99 

8. 

Bought Goods for Cash .. 

30 

99 

9. 

Sold Goods to L. Robinson 

170 

99 

10. 

Purchased Goods from F. Pearson 

130 

99 

11. 

Paid W. Martin in settlement 

95 



Discount allowed by him 

5 

99 

12. 

Paid Carriage on Goods Sold 

2 

99 

13. 

Drew cheque for Wages .. 

7 

99 

14. 

Bought Goods from W. Martin 

150 



.. „ for Cash .. 

40 
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19.. £ 


Feb. 

16. 

Sold Goods to W. Wilson 

180 


17. 

W. Wilson paid on Account 

200 

ft 

18. 

Purchased Goods from H. Wood 

75 

99 

19. 

Sold Goods for Cash 

92 

99 

20. 

Drew cheque for Wages .. 

7 

99 

21. 

Sent Cheque to H. Wood 

72 



Discount allowed by him 

3 

99 

22. 

Sold Goods to T. Crown 

130 

99 

23. 

Bought Goods from W. Marlin 

240 

99 

24. 

Bought Goods for Cash .. 

73 

99 

25. 

Sent Cheque on Account to W. Martin 

.. 200 

99 

26. 

Received from T, Crown on Account 

100 

99 

27. 

Drew cheque for Wages .. 

7 


28. 

Paid Electric Lighting Account 

5 



Paid Rent 

8 



H. Williams drew for personal use 

15 



Petty Cash Expenditure for the month was: 



Purchases .. £4 

General Expenses 7 

Carriage Outwards 3 

Stock on Hand at 28th February, £325. 

All cash received was paid into the bank and all payments (other than petty cash 
expenditure) were made by cheque. 

Enter the above transactions in the proper books of prime entry and post to the I edgers. 
Prepare Trial Balance, Trading and Profit and Loss Account and Balance Sheet. 


CASH BOOK 

Fo. I 


i*»..! 


Fo. 

Discount 

. 

Bank 

i 19 . ; 

1 1 

Fo. 

Discount 

Bank 

j 



1 

£ 

1 

1 1 



£ 

£ 

Feb. 1 ‘ 

Capital Ac¬ 




1 Feb. 1 ' 

Warrhou.se 





count 

I.l. 1 


500 


Fitting.s 

1 L, 11 


40 

„ 5 1 

T. Crow n 

SL. 1 

3 

77 

1 

Petty Cash .. 

I.L. 12 


20 

. •'/ 

W. Wilson 

S.L. 2 


200 

;i 3 ; 

W. Martin 

B.L. I 


150 

.. 19 

Sales 

t.l. 3 


92 

. .. 6 , 

Wages 

I.L. S 


7 

.. 26 

T. Crown 

S.L 1 


100 


Purchases 

I.L. 4 


30 






, ..11 

W. Martin 

n.L. 1 

5 

95 






.. 12 

Carnage 

I.L. 6 


2 






.. 1.3 . 

Wages 

I.L. 5 


7 






.. 15 1 

Purchases 

I.L. 4 


40 






.. 20 

Wages 

I.L. 5 


7 

1 





.. 21 ; 

H. Wood 

B.L. 3 

3 

72 

1 





.. 24 1 

Purchases 

I.L. 4 


73 

1 





, .. 25 i 

W. .Martin 

B.L. I 


200 






: .. 27 1 

Wages 

1.1.. 5 


7 






1 .. 28 1 

Lighting 

I.L. 7 


5 






1 .. 28 1 

Kent 

I.L. 8 


8 






.. 28 ! 

Drawings 

I.L. 2 


15 






, .. 2*; 

balance c/d, .. 



191 




£3 

£969 




£8 

£969 




Fo.9 


■ 



Fo.9 


Mar.l 1 

Balance b/d. 



£191 

• i 
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SALES DAY BOOK 

Fo. I 


Date 

Particulani 

Fo. 

Amount 

T‘r~ 

Feb. 2 

T. Crown 

.. , S.L. 1 

£ 

80 

.. 

W. Wilson ...... 

..2 

100 

.. 

L. Kobinson 

• 1 3 

170 

.. 16 

W. Wilson .... 

2 

180 

.. 22 

T. Crown 

. !! I 

130 

£660 

Fo. 3 


PURCHASES DAY BOOK 

Fo. J 


Dale 

Particulars 

Fo. 

Amouol 

19.. 



£ 

Feb. 1 

W. Marlin. 

B.L. 1 

2.30 

.. 10 

F. Pearson ..... ... 

.. 2 

130 

.. M 

W. Martin .... 

.. 1 

150 

.. 18 

H. Wood .... ... ... 

« 3 

75 

.. 23 

W. Martin ... ... 

1 

240 




£845 




Fo. 4 


IMPERSONAL LEDGER 
HENRY WILLIAMS CAPITAL ACCOUNT 


1 ' ! 

i 

19.. 


' 

i i : 

Feb. 1 : 

1 

Cash 

.. 1 C.B. I 


Fo. 2. 


HENRY WILLIAMS CURRENT ACCOUNT 


19.. 
Feb. 28 


Fo. 3. 

19.. 
Feb. 28 



1 

£ ' 

19.. 

1 




£ 

1 Cash 

.. ; c.B. 1 

15 

Feb. 28 

1 Net Profit 



l.L. 20 

37 

1 Balance c/d 

. 1 

22 ' 

1 1 

1 







' £37 

1 





1 £37 

i 



1 

Mar. 1 i 

' 1 

Balance b/d. 



i 

1 

1 

j 22 


SALES ACCOUNT 







1 £ 

19.. 



1 

1 

£ 

Trading Account 

.. 1 l.L. 20 

752 

Feb. 19 

Cash 


. . 

C.B. 1 

92 


1 

.. 28 

Sundries .. 


■■ 

sj3.ai 

660 

i 

1 ! 

£752 






£752 

i 

^ 1 

1 1 

i 




J 

1 
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19.. 
Feb. 8 
, 15 

:: It 





! 

£ '! 19.. ! 


Cash 



C.B. 1 I 

30 Feb 28 Tradinii Account 

.. 1 I.L. 20 

fl • 



n 1 

40 

i 

91 ^ • • 




73 ; 


Petty Cash 



i.l’.'i2 ; 

4 

j 

Sundries .. 



B.D.B.I 1 

845 : , 





; 

£992 

1 




: 

WAGES ACCOUNT 



19. 

Feb. 6 
.. 13 
.. 20 
.. 27 


I £ 19.. ; 

I C.B. I 7 Feb. 28 I Profit and Loss Account 

: 7 , ; 

i ’ I 

M * I I 

- I I 

£28 , 1 


I.L. 20 I 28 


CARRIAGE ACCOUNT 


19.. 
Feb. 12 
.. 28 


Cash 

Feuy Cash 


£ ■, 19.. 

C.B. 1 ' 2 I Feb. 28! Profit and Loss Account 

I.L. 12 . 3 , i 


I.L. 20 5 

IT 


LIGHTING ACCOUNT 


19. 

1 

j £ 

1 19.. 

i 

1 

£ 

Feb. 28 

Cash .. { 

1 

C.B. 1 . 5 

1 

j rcb.28 

1 

Profit and Loss Account .. | I.L. 20 

1 

1 

5 


19.. 
Feb. 28 


RENT ACCOUNT 

! I £ 'I 19 .. I 

.. ' C.B. 1 8 ll Feb. 28 I Profit and Loss Account 


.. I LL. 20 


DISCOUNT ACCOUNT 


19.. 
Feb. 28 


Sundries .. 

Profit and Loss Account 


£ 19 .. 

' C.B. 1 ! 3 '■ Feb. 28 Sundries 

.. ' LL. 20 i 5 


GENERAL EXPENSES ACCOUNT 


19., 
Feb. 28 


19.. 
Feb. 1 


Petty Cash 

.. 1 LL. 12 

£ 19 

7 1 Feb. 28 

j Profit and Loss Account 

, 

. 1 L. 20 

£ 

t 7 

1 

WAREHOUSE 

FITTINGS 

1 

ACCOUNT 



Cash 

1 

.. C.B. 1 1 

£ 1 

40 : 

.1 

1 

1 

’ 1 

1 1 














24 BOOK-KEEPING AND ACCOUNTS [Chap. 1 


PETTY CASH ACCOUNT 

Fo. 12 



1 


1 I 


19.. 

1 

£ 

1 19.. 1 


Feb. 2 

Cash . 1 C.B. 1 

20 

Feb. 28 1 General Expenses .. 

L. 10 


! 


' Carriage .. 

L. 6 


I 


I Purchases 

L. 4 




Balance c/d 




£20 

I 


Mar. 1 

Balance b/d. 

6 'i 1 
• 1 



STOCK ACCOUNT 

Fo, 13. 


19.. 



£ 

1 

1 

1 

1 

Feb. 28 

Trading Account 

L, 20 

325 

1 

1 

1 


SALES LEDGER 
T. CROWN 

Fo. 1. 


19.. 



£ 

19.. 



£ 

Feb. 2 

Goods 

S.aB.I 

80 

Feb. 5 

Cash and Discount 

C.B. I 

80 

.. 22 



130 

.. 26 

Cash 


too 





.. 28 

Balance c/d. 


30 




£210 




£210 

Mar. 1 

Balance b/d. 


30 





W. WILSON 


l-o. 2. 


19.. 


1 £ 

: 19.. , 



£ 

Feb. 4 

Goods 

..|$.D.B.i 100 

Feb 17 

Cash 

. . 1 C.H. 1 

200 

.. 16 

»» • ‘ • • 

.. 1 180 

! „ 28_ 

Balance c/d. 


80 

j 


: £280 

i ’ 



i £280 

Mar. 1 

Balance c/d. 

1 

CO 

o 

1 j 


i 

i 

I 


Fo. 3. 

19.. 
Feb. 9 


Ooodii 


L. ROBINSON 


S.D.B.1 


£ 

170 



Fo. I. 

19.. 
Feb. 3 
>. 11 

" 

28 


I 


Cash 

Cash and Discount 
Cash 

Balance c/d. 


BOUGHT LEDGER 
W. MARTIN 


C.B. II ISO il 

.. I 100 l; 

I 200 I 

I 190 I 


£640 


19.. 
Feb. 1 
14 
.. 23 


Mar. 1 


Goods 


I B.D.B.1 


Balance b/d. 


£ 

250 

ISO 

240 


£640 


190 
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, 


19.. 



1 


Feb.lO 

Goods 

B.DeBJ 


H. WOOD 

Fo. 3. 

19.. ' I t ■! 19.. 

Feb. 21 Cash and Discount .. C.B. I ; 7S ' Fcb.18 | Goods 

I . . : 


.. |B.D.B.l 


£ 

75 


TRIAL BALANCE 

287H February, 19.. 


Po, 


I 

1 


I.L, I 

■■ f 

4 

” I 

” 7 

” 8 
9» O 

.. 9 

10 

.. 11 

dB. 1 
aL. I 

si. 1 

:: I 


Capital Account 
Current Account 
Sales 

Purchases .. 

Wages 

Carriage 

Lighting 

Rent 

Discount 

General Expenses 

Warehouse Fittings 

Petty Cash .. 

Cash at Rank 
W. Martin .. 

F. Pearson .. 

T. Crown .. 

W. Wilson .. 

L. Robinson 


£ 

£ 


500 

15 

752 

992 


28 


5 


5 


8 

5 

7 


40 


6 


191 

190 


130 

30 1 


80 1 


170 ; 


£1.577 1 

£1.577 


Fo. 20. 


TRADING AND PROFIT AND LOSS ACCOUNT 

FOR Month ended 28th February, 19.. 


Purchases 

Less Stock at 28th Feb. 


Balance, being Gross Profit c/d. 


Wages . 

Carriage 

Lighting 

Rent 

General Expenses 

Net Profit, carried to Current Account 


L. 
i L. 


L. 

L. 

L. 

L. 

L. 

L. 



Sales 


Gross Profl^/d. 
Discount .. 



3 


£ 

752 



9 


85 

5 


£90 


I 
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BALANCE SHEET as 

AT 28th February, 19.. 



£ 


£ 

H. Williams: 


Fixed Asseui; 


Capiial Account 

500 

Warehouse Fittings .. 

.. . 40 

Current Account; 




Net Profit.. 

£37 

Current Assets; 

' 

Less Drawings 

15 

Stock 

£325 


- 22 

Sundry Debtors 

280 


1 

•: Cash at Bank 

191 


522 

1 C:;ash in hand 

6 

Current Liabilities: 

' 


-802 

Sundry Creditors 

, 320 

1 



! £842 

|. 

J 

£842 


§ 15. Methods of dispensing with day books and personal ledgers 

The imperative need, under modem conditions, of exercising the greatest economy in 
the field of business administration, as well as in production, is prompting more and 
more firms, even where a mechanised system of accounting has not been installed, to 
dispense with the use of day books and personal ledgers, and substitute therefor a 
system under which original documents, or carbon copies thereof, are employed to 
serve the functions hitherto performed by these books of account. The following is an 
outline of such a system: 

(a) Purchases and Expenses 

(1) All suppliers’ invoices and credit notes, after being checked as to quantity, 
description and price, are filed in a folder or other container, in alphabetical order. 
The greatest care must be taken to prevent the possibility of any being lost or 
mutilated. 

(2) At the end of each month, all invoices and credit notes received from each in¬ 
dividual supplier during the month are arranged in order of date, and checked with 
the statement of account rendered by him. 

(3) Each supplier’s invoices and credit notes for the month are then attached to his 
statement of account, and the whole produced to the director or principal when 
the cheque in payment of the account is presented to him for signature. 

(4) The Cash Book contains on the credit side analysis columns for purchases of 
goods, capital expenditure, rent, rates, etc., and each principal classification of 
expenditure. Payments to creditors entered therein are numbered consecutively, the 
corresponding numbers being entered on the creditors’ statements which, with the 
official receipts (if any) attached, are filed away in numerical order. The amount of 
each payment is entered in the Cash Book in the total column and extended into 
the appropriate analysis column, the periodical totals of which are posted to the 
debit of the relevant accounts in the impersonal ledger. 

This system can only be employed where accounts are settled at regular intervals, 
and the greatest care must be taken in filing the invoices and credit notes received, 
and in checking them with the creditors’ statements, if it is to operate effectively. 
Where, for any reason, an invoice is not paid on its due date, it should be filed with 
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the invoices for the following month, and a list should be made at the end of each 
month, of all invoices outstanding, so that none will be overlooked. 

When preparing the profit and loss account and balance sheet at the end of an 
accounting period, the total amount of the invoices outstanding for purchases and 
other expenses, must be debited to the Purchases Account, or the relevant expense 
accounts, as the case may be, and carried down therein as credit balances to the 
commen(^ment of the new period. The accounts for the old period will thereby be 
charged with the whole of the expenditure incurred in respect of tliat period, whilst 
the credit balances carried down will represent outstanding liabilities, and will be in¬ 
cluded in the amount of the creditors in the Balance Sheet. These credit items will 
automatically be balanced off when the accounts are paid and the postings made from 
the columnar Cash Book in the new period. 

(») Sales 

In businesses where the transactions with individual customers are relatively few in 
number and the payment of accounts within a short period of credit can be rigidly 
enforced, it may be possible to dispense altogether with a Sales Day Book and Sales 
Ledger, folders containing carbon copies of invoices, etc., taking the place of per¬ 
sonal accounts. 

Three or more copies of each sales invoice (or credit note) are prepared simul¬ 
taneously, one being sent to the customer, another placed in the current folder or 
other receptacle maintained for him, and another used in building up the total figures 
for posting to the impersonal ledger. Other copies, if required, can be used for further 
analysis or statistical purposes. 

When a customer sends a remittance the invoices and credit notes discharged 
thereby are withdrawn from the folder and filed permanently. The balance owing by 
the customer at any time will thus be the sum of the invoices (less credit notes) re¬ 
maining in the folder. (If desired, the amounts of all invoices, and credit notes issued 
to the customer may be entered on the inner page of the folder as a ‘recapitulation 
statement’. When an account is paid, the amount of the remittance is deducted from 
the total amount due, the balance outstanding being thus clearly indicated.) 

To enable the appropriate entries to be made in the impersonal ledger, detailed lists 
will be prepared (probably by means of an adding and calculating machine) of each 
day’s sales invoices and credit notes, and the net total of sales (less credits) as com¬ 
puted by the machine, posted to the debit of the Debtors Control Account and to 
the credit of Sales Account. The daily totals of cash received and discounts allowed, 
as shown by the Cash Book, will be credited to the Debtors Control Account, the 
balance of which, at any time, will then be the total of the outstanding debtors for 
sales, and should be capable of reconciliation with the balances disclosed by the 
customers’ folders. 



CHAPTER II 


TOTAL [OR CONTROL] ACCOUNTS AND SECTIONAL 

BALANCING 

§ 1. Total [or Control] Accounts 

A Total Account is an account to which are debited and credited the total amounts of 
all the transactions which have been debited and credited in detail to individual ledger 
accounts. A Total Account in respect of a particular ledger therefore operates as a 
control account for that ledger, since the balance of the Total Account at any time 
should equal the sum of the balances of all the individual accounts within that ledger, 
and provides a check on the accuracy of such balances. Total Accounts are alter¬ 
natively referred to as Control Accounts. 

In a business of any magnitude, it is desirable to raise Total Accounts in respect of 
debtors and creditors ledgers for the following reasons; 

(1) Since the balances of the Total Accounts at any time should represent the totals 
of the balances appearing in the debtors and creditors ledgers, if it is desired to prepare 
interim Profit and Loss Accounts and Balance Sheets, the balances of the Total 
Accounts can be entered in the Trial Balance, thus obviating the time and labour 
involved in extracting schedules of the balances of the individual Debtors’ and 
Creditors’ Accounts. 

(2) If kept under the control of a responsible official, and not made accessible to 
the ledger clerks whose duty it is to post to the debtors and creditors ledgers, the 
Total Accounts operate as a control over those ledgers, and constitute a valuable 
feature of the system of internal check. 

(3) Where the two sides of a Trial Balance do not agree, with the aid of Total 
Accounts the difference may be located to the particular ledger oi ledgeis in which 
the errors exist, and the work of checking can be confined to that ledger or ledgers, thus 
avoiding waste of time in balancing. 

The Total Accounts may, if desired, be kept in the impersonal ledger, from which 
it will then be possible to extract a Trial Balance without reference to the personal 
ledgers, since the Total Accounts will provide the totals of the personal account 
balances. It is preferable, however, to keep the Total Accounts in a separate book 
under responsible control, so that a check can be imposed upon the personal ledgers, 
whilst making it unnecessary to expose the impersonal ledger to the clerk in charge 
of the Total Accounts. 
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§ 1 ] 

(a) Total Debtors Account 

This account is debited with the sum of all the items which have been debited in 
detail to individual personal accounts in the sales ledgers, and credited with the sum 
of all the items which have been credited to such accounts. The balance of the Total 
Debtors Account should therefore be equal to the sum of all the balances appearing 
in the sales ledgers. 

It must be remembered, however, thait the sales ledgers may contain a few accounts 
showing credit balances, and the balance of the Total Debtors Account will only 
represent the difference between the total of the debit balances and the total of the 
credit balances (if any) in the sales ledgers. When, therefore, the balance of the Total 
Account is agreed with the schedule of balances extracted from the sales ledgers, 
balances should be brought down on both sides of the Total Account, representing 
respectively the total of the debit balances and the total of the credit balances in those 
ledgers. 

» 

I^ITie Total Debtors Accounts will contain on the debit side the totals of: 

(1) Opening debit balances. 

(2) Sales made during the period. 

(3) Dishonoured bills and cheques (if any). 

(4) Cash paid to debtors (if any). 

(5) Transfers and other items (if any). 

and on the credit side: 

(1) Opening credit balances (if any). 

(2) Cash received from debtors during the period 

(3) Discounts allowed to debtors. 

(4) Returns inwards, and allowances. 

(5) Bills receivable. 

(6) Bad debts written off. 

(7) Transfers and other items (if any). 

The opening balances will be brought down from the previous period, and will 
agree with the total of the last schedule of debtors. 

The total amount of sales for the period will be obtained from the sales day book, 
the totals of which should be posted monthly or at other periodical intervals to the 
Total Debtors Account. 

Dishonoured bills will be obtained from an analysis of the journal {see (c) below). 
This should not involve any serious difficulty, as the number of such items will prob¬ 
ably not be great. Should any of the dishonoured bills have been discounted, the 
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entries debiting the personal accounts in the sales ledger will probably have been 
made direct from the cash book. In such cases the adjusting entries in the Total 
Debtors Account should have been made simultaneously with the cash postings. The 
whole of these dishonoured bill items can easily be checked, however, as the Remarks 
column in the bills receivable book should show at a glance all bills which have been 
discounted, and ail which have been dishonoured. 

The total amount of cash received from debtors which has been posted to the sales 
ledgers during the period will be obtained from the Sales Ledger column in the cash 
book and posted to the Total Debtors Account at monthly or other intervals. 

Discounts allowed will be obtained from the totals of the Discount column on the 
debit side of the cash book, and from the Cash Discount column (if any) in the bills 
receivable book. Where no such column is provided in the bills receivable book, the 
discount will either have been entered in the Discount column in the cash book, or a 
separate journal entry will have been made for each item. In the latter case the total 
will be obtained from an analysis of the journal. 

Returns inwards will be obtained from the totals of the sales returns book, which 
will be posted to the Total Debtors Account periodically. Allowances will be obtained 
from the analysis of the journal. 

Bills receivable will be obtained from the total of the bills receivable book, which 
will be posted periodically to the Total Debtors Account. 

The bad debts written off will be obtained from an analysis of the journal. 

/ 

(b) Total Creditors Account 

This account operates as a control account of the bought ledgers and should disclose 
a balance equal to the total of all the individual balances in those ledgers. The account 
is raised in a similar manner to the Total Debtors Account. 

On the credit side will be found: 

(1) The opening credit balances. 

(2) Purchases during the period, 

(3) Transfers and other items (if any). 

and on the debit side: 

(1) Opening debit balances (if any). 

(2) Cash paid to creditors during the period 

(3) Discounts received. 

(4) Returns outwards. 

(5) Bills payable. 

(6) Transfers and other items (if any). 



§ 1] TOTAL ACCOUNTS AND SECTIONAL BALANCING 31 

The opening balances will be brought down from the previous period, and will 
agree with the total of the last schedule of creditors. 

The total amount of goods purchased during the period will be obtained from the 
purchases day book. 

The total amount of cash paid to creditors during the period will be obtained 
from the Bought Ledger column in the cash book. 

Discounts received will be obtained from the totals of the Discount column on the 
credit side of the cash book, and from the Cash Discount column (if any) in the bills 
payable book. If no such column is provided in the bills payable book, and the items 
have not been passed through the Discount column in the cash book, the total will 
be obtained from an analysis of the journal. 

Returns outwards will be obtained from the totals of the purchases returns book. 

Bills payable will be obtained from the totals of the bills payable book. 


(c) Journal 

In any system of Total Accounts it is essential to pass every item through a book of 
prime entry before posting it to the ledger. The journal is consequently of considerable 
importance for the purpose of recording those items for which no special book of 
prime entry is provided. 

The following is a convenient ruling of a journal used solely to record transfers. 


Illustration (1) 


Date 


Account to be 
debited 


TRANSFHR JOURNAL 

Folio I Aniuunl Folio wediteS 



V 

Where there are not too many ledgers, the transfer journal may be incorporated in 
the ordinary journal, which may be ruled so that the required totals can be arrived at 
without additional analysis, as shown in the following illustration: 
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'ilustratioD (3) 

On 1st January, the sales ledger balances were £16,000 debit and £64 credit, and the bought 
ledger balances at the same date £8,760 credit and £59 debit. 

During the six months ended 30th June, sales amounted to £46,000; purchases to £39,340; 
cash received from debtors £42,240; cash paid to creditors £39,552; discount allowable 
£1,760; discount receivable £1,648; returns inwards £850; returns outwards £620; bills 
receivable £1,780; bills payable £2,740; dishonoured Bills £190; discount allowed to 
debtors, but subsequently disallowed £10; bad debts written off £320; a debit balance in 
the bought ledger transferred to the sales ledger, £13. 

The sales ledger balances at 30th June amounted to £15,208 debit and £9 credit; and the 
bought ledger balances to £3,559 credit and £65 debit. 

From these particulars prepare a Total Debtors Account and a Total Creditors Account, 
bringing down the balances as at 30th June. 


TOTAL DEBTORS ACCOUN7 


Jan. 1 
June 30 

Balance b/d. 

.Sales 

Dishonoured Rills 

Discount disallowed 

Transfers . 

Balance c/d. 

£ 

16 (HK) 
46.000 
1% 
10 
13 
■J 

Jan. 1 
June 30 

Balance b/d. 

Casli 

Discount Allowable 
Returns Inwards .. 
Bills Receivable 

Bad Debts 

Balance c/d. 


£ 

64 

42,240 

1,760 

8S0 

l,7K« 

320 

15,208 



£62,222 




, £62,222 

July 

Balance b/d. 

1 

15,208 

July 1 ' 

Balance b/d. 






TOTAL CREDITORS ACCOUNT 





£ 1 




£ 

Jan. 1 

Balance b/d. 

59 1 

Jan. 1 

Balance b/d. 


8,760 

June 30 

Cash 

39 552 

Juno 30 \ 

Purchases 


39,340 


Discount Receivable 

1,648 , 


T ransfers 

. , 

13 


Returns Outwards 

620 


balance c/d. 


65 


Bills Payable 

2,740 




1 


Balance c/d. 

3,5.59 




i 



£48,178 




£48,178 

July 1 

Balance b/d. 

65 

July 1 

Balance b/d. 

•• 

.. 3,559 



. . 

— — 

- - -- * 

- - - 

. - 


Notes to Illustration. _ ... 

The accuracy of the Total Accounts should be tested by drawing up a Trial Balance, including the balances 
on these accounts in lieu of the totals of the schedules of debtors and creditors. If this Trial Balance agrees 
it may be assumed that the Total Accounts arc correct, but it is advisable to check all postings to the im¬ 
personal ledgers to avoid the possibility of compensating errors. 


(d) Columnar Books 

Where only a small number of personal ledgers is kept the books of prime entry 
should be ruled with columns to correspond with the personal ledgers in order to 
provide the totals of amounts posted to each ledger. In a case where there are two 
sales ledgers and one bought ledger the rulings shown in the following illustration 
would suffice. 






34 


BOOK-KEEPING AND ACCOUNTS 


[Chap, n 


Illustration 
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(e) Separate Day Books or Subsidiary Analyses 

Where the number of ledgers is too large to make the above system of analysis 
practicable a different method must be employed. In some cases it may be advisable 
to keep a separate set of books of prime entry for each ledger, or for each group of 
ledgers. In the latter case, each book will be analjsed in the manner set out above. 

In other instances, it may be expedient to use only one set of books, but to prepare 
periodical analyses thereof on separate sheets. To facilitate this analysis, each ledger 
must be given a distinguishing letter or symbol, which should be entered in the folio 
column of the day book in respect of items posted to that ledger. This method is ex¬ 
plained more fully in § 2 below. 

Where the number of ledgers is considerable, it will usually be found that a system 
of machine accounting is employed, and the machines themselves will accumulate 
totals as postings proceed. These totals can be entered in the Total Accounts, thus 
obviating the necessity for analysis. 

§ 2. Sectional Balancing or Self-balancing Ledgers 

The separate proving of individual ledgers forms an important part of a system of 
control. Where none of the methods of analysis described above cun conveniently be 
adopted the following scheme of sectional balancing may be used: 

(1) A prime entry should be made for each transaction. No transfers from one ledger 
to another should be made without the entry first being passed through the journal. 
This rule should be most rigidly enforced, as otherwise great difficulty may be 
experienced in agreeing the balances of the particular ledger with the Total Account 
applicable to that ledger. 

(2) In the books of prime entry posting references should be made as follows: Each 
ledger should be distinguished by a particular letter, which should be written boldly 
just outside the folio column in the book of prime entry in every posting reference 
to that ledger. The folio column will, of course, contain merely the page of the 
ledger concerned, and by glancing down the pages of any of the books of prime 
entry, the letters denoting the ledgers to which the postings have been made will 
be apparent. 

(3) At the end of each month or other interval lists should be extracted of all the 
items posted to each ledger from each book of prime entry. 

The totals of these lists referring to any book of prime entry should agree with 
the total of that book for the period. 

(4) When such lists have been checked, the amounts thereof should be entered into 
a summary book, which should have a separate column or page for each ledger in 
use. The summary book will thus contain particulars of all the entries in the 
books of prime entry correctly analysed, so that, with the balances brought forward 
from the previous period, a Total Account will result for each ledger. 

(5) The clerks who extract the ledger balances should take no part in the postings to 
those ledgers, and no ledger balances should be taken out by the clerk who prepares 
the analysis sheets for entry in the summary book. 
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(6) The summary book should be under the immediate control of a responsible official, 
and no ledger clerk should be allowed access to it. 

Ledgers are commonly mis-named ‘self-balancing’ where counterparts of the 
Total Accounts in the impersonal ledger are kept in the personal ledgers themselves 
for the purpose of enabling an independent Trial Balance to be prepared from each 
ledger. The Total Accounts, being equal but opposite, cancel each other out in the 
Trial Balance of the books as a whole. This practice is, however, unnecessary and un¬ 
desirable, as it not only involves the Total Accounts being prepared twice merely to 
serve a theoretical purpose but nullifies a valuable feature of the system of internal 
check, by making the total figures available to the ledger clerks. 

The following is an illustration of a sales ledgers summary book, ruled for a business 
having five sales ledgers. 


Illustration 

SALES LEDGER SUMMARY BOOK 

Lrdg Lx-clg 1 cilg 1 cdK- l-cdg 

Dale Particulars A U C 1) L Total 

1. 

I.edg. Ledg 1 cdg. Lcdg I.cdg. 

1 Date Parliciilars A B ' C D li , Tota 

19 

' 19 

Jan 1 llaliincc b/f. .. I 

iJan.l Balance b/f. 

.. 31 Sales 

1 „ .31 Cash . 

Oislionoiircd Bills 1 

> Discount Allowed 

Discount .. ' 

Returns Inw.-irds i 

T runsfers 

Bills Receivable 

Cash . ' 

i Had Debts .. ' 

llalanct- i/d . 

Transfers 

1 ' 

Balance c/d. .. , i 

t ' , ; 

19 . ; 

19 . 

Feb. 1 Balance b/d. 

. Fcb.l B.iUnic b,'d. 


Notes to Illustration. 

A separate page in the summary book could be allotted to each ledger if desired. 

The Total column will be found useful for purposes of checking with the monthly totals in the books of 
prime entry, and can be used as a Total Debtors Account. 

§ 3. The Location of Errors 

If it is found that the Trial Balance agrees when the balance of a Total Account is 
inserted, but that the list of ledger account balances does not agree with the balance 
of the Total Account for that ledger, it may be that there is a compensating error in 
the impersonal ledger. For example, if the Sales Account is overstated owing to an 
error in the cast of a day book, since the same inaccurate amount of sales will 
have been debited to the Total Debtors Account, the Trial Balance will agree, but the 
list of balances in the sales ledger will not agree with the balance of the sales ledger 
Total Account. In some instances it may be found that the Trial Balance would agree 
if the total of the schedule of balances were inserted instead of the balance of the 
Total Account. If such is the case, the error is primd facie an omission of a total in 
posting to the Total Account, or the posting of an incorrect figure thereto. 

If it is found that the total of the balances on a particular ledger does not agree with 
the balance of the Total Account relating thereto, the following steps should be taken 
to locate the cause of the difference: 
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(1) Check the additions of the books of prime entry relating to the ledger concerned, 
paying particular attention to ‘carry forwards’. 

(2) Check the analysis columns in all the books of prime entry. 

(3) Re-check the postings to the Total Accounts. 

(4) Check the postings made in the ledger. 

(5) Re-check the balances extracted from the ledger. 

(6) Re-cast the list of balances. 

(7) Check the opening list of balances with the accounts in the ledger concerned, 
seeing that the balances are properly brought down. 

If these steps fail to bring the error to light, it will be necessary to analyse the ledger 
and agree the totals of the books of prime entry with the analysis. 

If the Trial Balance disagrees, apart from the Total Accounts, or if no Total 
Accounts are kept, the procedure for the discovery of the cause of difference will be 
on the following lines: 

After the Trial Balance has been re-cast, the items should be scanned to see whether 
the amount of the error is capable of being interpreted as a mis-posting. Thus, if the 
difference is £4 5s. 2d., it may arise through £4 10s. Od. being posted as 4s. lOd., and 
all items of that amount in the books of prime entry should be subjected to scrutiny. 
This, however, is a very fortuitious test, and not much time should be spent on it. 

If the amount of the error is divisible by two, it is possible either that a posting of 
half the amount has been made to the wrong side of the ledger, or that a balance of 
half the amount has been entered in the wrong column of the Trial Balance. 

If these tests do not reveal the error, the balances should be re-checked in detail on 
to the Trial Balance. 

If the error still remains undetected, the whole of the books of prime entry must 
be cast, and, if necessary, the postings to the ledger re-checked. All carry forwards 
must be watched, since transposed figures may be the cause of the discrepancy. In 
casting the ledgers, exceptional care should be taken to see that the correct balances 
have been carried down, and that the accounts actually balance; and it may be 
necessary to check the opening balances from the previous Balance Sheet and 
schedules. 

If Total Accounts have not been kept, these may, in the last resource, be compiled, 
and with their aid the error should certainly be located. 



CHAPTER III 


PROVISIONS AND RESERVES, DEPRECIATION, ETC. 

§ 1. Definitions of Reserve, Provision and Reserve Fund 
As will be seen in Chapter VllI, the definitions of the expressions ‘provision’ and 
‘reserve’ given in the Companies Act, 1948, and required by that Act to be used in 
the accounts of limited companies, have modified the conception of these terms 
which had hitherto prevailed. 

The expression ‘provision’ has in the past been employed to signify the provision 
made for accrued or anticipated liabilities, whilst the expression ‘reserve’ has been 
used to denote an amount set aside for some specific purpose, either as a charge in 
respect of or an estimate of a loss to be incurred, e.g., a provision for bad debts, or 
as an appropriation for the general purpose of strengthening the business by way of 
conserving working capital. The terms have, however, often been regarded as inter¬ 
changeable. 

For the purposes of the Companies Act, 1948, the expression ‘provision’ means an 
amount written off or retained to provide for depreciation or diminution in value of 
assets, or retained to provide for a known liability, the amount of which cannot be 
ascertained with substantial accuracy. A ‘reserve’ must not include an amount set 
aside for any such purpose and must, therefore, by implication, represent undis¬ 
tributed profits, or surplus assets. In the interest of consistency, and to prevent con¬ 
fusion these interpretations of the expressions will be adopted throughout this work. 

A ‘Reserve Fund’ is a reserve which is represented by investments outside the 
business. Sinking Funds for the repayment of loans, and Insurance Funds are in¬ 
stances of specific reserve funds. 

It should be noted that there is a considerable diversity of opinion as to the exact 
meaning of the term Reserve Fund, and the expression is frequently used where the 
fund is not represented by investments outside the business. There can be no question, 
however, that the use of the word ‘fund’ is generally understood to imply the cor¬ 
responding existence of assets of a readily realisable nature, and in the opinion of the 
authors the phrase should only be used where this is the case. This view has been 
endorsed by the Council of the Institute of Chartered Accountants, in a recommen¬ 
dation to its members. 

Provisions made against anticipated losses and contingencies are charges against 
profits, since the true profits can only be ascertained after such provisions are made, 
whereas reserves are appropriations of profit, the assets by which they are represented 
being retained to form part of the capital employed in the business. 

Provisions are usually shown in the Balance Sheet by way of deductions from the 
assets in respect of which they are made, whereas general reserves and reserve funds 
are shown as part of the proprietor’s interest. 

38 



39 


§§1-2] PROVISIONS AND RESERVES, DEPRECIATION, ETC. 

A Capital Reserve is one which is not regarded as available for distribution through 
the Profit and Loss Account. It may consist of such items as premiums on the issue of 
shares, profit on re-issue of forfeited shares, profit on sale of fixed assets, the surplus 
arising on revaluation and writing up of fixed assets, profits earned prior to incorpora¬ 
tion of a company, etc. 


§ 2. Provision for Bad Debts 

When a debt is found to be irrecoverable, it should be written off as a loss by means 
of a journal entry debiting Bad Debts Account and crediting the account of the 
defaulting debtor. At the end of the accounting period the Bad Debts Account is 
closed by transfer to the Profit and Loss Account. Should a debt which has been 
written off as bad be subsequently recovered, in whole or in part, the debtor’s 
personal account should be debited and Bad Debts Account credited, the cash 
received then being credited to the debtor’s account. This is preferable to posting the 
amount recovered direct from the Cash Book to the credit of the Bad Debts Account 
without making any entry in the debtor’s personal account, since it is desirable, for 
future reference, that this account should contain a full history of the occurrence. 

After all debts which are known to be irrecoverable have been written off, there 
may still be some doubtful accounts for which it would be prudent to provide. A 
provision for bad or doubtful debts may be calculated either by reference to the 
amounts of the specific debts which are regarded as doubtful, or by way of a per¬ 
centage on the total debts outstanding. In many businesses experience shows that the 
percentage of bad debts to outstanding debtors does not fluctuate widely from year 
to year and in such cases this method may, as a rule, quite safely be employed. 

When the actual bad debts are written off, they should be transferred to the debit 
of Bad Debts Account, and when the final accounts for the period are prepared, the 
necessary provision may be debited and carried down to the credit of this account, 
the balance being transferred to Profit and Loss Account. 


flliistration (1) 

The outstanding debtors of a business at 1st January, J9.., are £20,000, and at 31st 
December, 19.., £25,000. Provision is made for doubtful debts at 4% on the outstanding 
debtors. Bad debts written off during the year amount to £750. Show the Bad Debts 
Account for the year, and the amount to be written off to Profit and Loss Account. 


BAD DEBTS ACCOUNT 


19.. 

Dec. 31 Debts written off .. 

Provision c/d. 4% on £23,000 


£ , 19.. I £ 

750 : Jan. i; Provision b/f. 4 % on £20,000 , 800 

1,000 i; Dec. 31 Profit and Loss Account 930 


I i! I £1.750 


: 19.. . i 

Jan. 1 Provision b/d. .. > 1,000 
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Alternatively, a separate account may be kept for the provision for doubtful debts, 
the balance of which is adjusted at the end of the accounting period to the amount of 
the provision it is desired to carry forward, by a transfer either to the Bad Debts 
Account or direct to Profit and Loss Account. 

Illustration (2) 

Assuming the facts as stated in the previous example: 

BAD DEBTS ACCOUNT 

19 ' £ 19,. £ 

Dec. 31 I Sundry Debtors (detailed) .. 750 Dec. 31 Profit and Loss Account .. 9.i0 

Provision for Doubtful DebtsAccount: . 

Increase in Provision .. 200 

£950 £950 


PROVISION FOR DOUBTFUL DEBTS ACCOUNT 


19.. 

Dec. 31 

Provision c/d., 4% on £25,000 

£ 

„. 1,000 

19.. 

Jan. 1 
. Dec. 31 

Provision b/f. 4% on £20,000 

Uad Debts Account 

£ 

800 

200 



£1,000 

1 


£1,000 




19.. 

Jan. 1 

Provision b/d. 

1,000 


f^ote: If preferred, the increase in the provision can be transferred direct to Profit and 
Loss Account, in which the bad debts written off and the increase in the provision will be 
debited thus; 

Bad Debts written off £750 

Provision for Doubtful Debts - Increase .. 200 

-£950 

The following illustration incorporates the recovery of debts previously written off 
as bad: 

Illustration (3) 

At 1st January, a company had a Provision for Doubtful Debts of £500, against specific 
debtors, made up of B., £120; C., £100; D., £60; K., £60; L., £5; M., £61; N., £94. During 
the year to 31st December, the following debts proved to be bad: A., £15; B., £240; C., £210; 
D., £60; E., £90; F., £180. Debts were recovered in respect of amounts written off as bad in 
previous years, viz., G., £70; H., £110. Of the debts provided for at 1st January, the following 
were paid during the year: K., £34; L., £5; M., £50, and the balances of K.’s and M.’s 
Accounts, were written off. At 31st December, the following debts were deemed doubtful, 
and a provision was created against them: N., £47; P., £140; Q., £155; R., £10; S., £320. 
Show the Bad Debts Account and how the amounts would appear in the Profit and Loss 
Account. 
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BAD 

DEBTS 

ACCOUNT 



19 . 


£ 

£ 

19.. 


£ 

£ 

Ian./Dec. 

Sundry Debtors, amounts 


Jan. 1 

Balance. Provision b/f. 


500 


written on as bad: 



Jan./Dec. 

Sundry Debtors— 

1 



A. .. 

15 



Bad debts recovered: 

1 



B. .. 

240 



G. . 

70 1 



C. .. 

210 



H 

110 



D. .. 

ftO 




' 

180 


r. .. 

90 


Dec. 31 

Profit and Loss Account: 

j 



F. .. 

180 



Bad Debts written off less 




K. .. 

26 



recoveries 

652 



M. .. 

11 



Increase in Provision 

172 





‘832 




824 

Dec. 11 

Balance. Provision c/d. 








N. ,. 

47 







P. .. 

140 







Q. 

155 







R. .. 

10 







S. . . 

.120 







672 



£1.504 ; 


£1,504 

'■ 19 



1 Jan. 1 

Balance. Provision b/d. 

672 


The provision for doubtful debts has the effect of reducing the estimated realisable 
amount of the book debts, and is therefore deducted, inset, from the amount of the 
asset ‘Debtors’ in the Balance Sheet. 

§ 3. Provisions for Cash Discounts 

Where cash discounts are allowed and received, the amounts of the debts and 
liabilities actually received and paid will be less than the amounts appearing in the 
books, but opinions differ as to whether provision should be made for discounts to be 
allowed on outstanding balances when preparing the final accounts. On the one hand, 
it may be contended that unless the discounts allowable and receivable on outstanding 
debtors and creditors are taken into account, the book debts and liabilities will be 
overstated in the Balance Sheet which will not, therefore, disclose the true position 
of affairs. The counter argument is that as cash discount is an allowance for payment 
within a specified time, it is analogous to interest on loans and should enter into the 
computation of profit for the period which enjoys, or is deprived of, the use of the 
money. The point is not of great importance, and so long as the same procedure is 
followed consistently, no objection can be taken whichever method is employed. No 
credit should, however, be taken for discount to be received from creditors unless 
provision is made for the discount to be allowed to debtors. 

Where provision for discounts is made, it may either be carried down in the Dis¬ 
count Account or recorded in a Provision for Discounts Account, which should be 
operated in the same way as a Provision for Doubtful Debts Account. Care must be 
taken to calculate the amount of the provision for discounts allowable only on good 
debts, /.e., on the total of the outstanding debts less the provision for doubtful debts 
(if any). 

Where credit is taken for discounts to be received on outstanding liabilities the 
stock-on-hand should be valued for Balance Sheet purposes at the discounted and 
not the gross cost. 

Where provision for discounts is being created for the first time, an adjustment 
must be made for the discounts allowable and receivable on the opening debtors and 
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creditors, which should be eliminated from the Discount Account, and shown 
separately in the Profit and Loss Appropriation Account. 

In the Balance Sheet the provisions for discounts should be deducted, inset, from 
the trade creditors and debtors respectively. 

§ 4. Outstanding Liabilities 

It usually happens that at the date of balancing the accounts certain liabilities which 
have become due or are accruing have not been recorded in the books. These may 
include such items as rent or rates, charges for gas, water, electric light, telephone, or 
similar items consumed or incurred during the period, for which no account has yet 
been received. 

All such items must be brought into account either by a journal entry debiting 
the nominal account concerned, and crediting an ‘Outstanding Liabilities’ or ‘Sundry 
Creditors’ Account, or by carrying down the outstandings in the nominal accounts 
themselves. The latter method is more usually adopted, and the following illustration 
shows how the accounts are affected. 

Illustration 

The books of a manufacturer are closed at 31st December, and the following debit balances 
appear in the Trial Balance: 

Rent and Rates .. .. .. £765 

Gas, Electric Light and Water ..£112 

One quarter’s rent, amounting to £145, is due but not yet paid. A demand note for local 
rates for the half-year ending 31st March following, amounting to £90, has been received but 
has not been paid. There are outstanding liabilities not yet brought into account in respect 
of gas, £16; water £9. 

Show the accounts as they vnll appear when the books are closed off. 

RENT AND RATES ACCOUNT 


19.. 

; £ |i 19. 1 

£ 

Dec. 31 1 Expenses paid (detailed) 

76S 1 Dec. 31 | Profit and Los.s Account 

955 

Balance Outstanding c/d. 

1 


Rent 

£14S : i 


Rates (1 Quarter) 

45 . 1 1 


, 

-, 190 1 


1 

; £955 j ; 

£935 


1 19.. 



1 ! Jan. t ' Balance b/d. 

! 1 ! 

190 

GAS, ELECTRIC LIGHT AND WATER ACCOUNT 


19.. 1 

1 

£ , 19 . 

£ 

Dec. 31 Expenses paid (detailed) 

1 112!: Dec 31 ! Profit and Loss Account 

137 

Balance Outstanding c/d.; 

i 1 1 


' Gas 

£16 ' 


Water 

9 1 i: 



i ^5 ' 

,1 



i :• 

£137 


1 || 19- ■ i 


_L. 

I Jan. 1 1 Balance h/d. 

II 1_ 

25 


It will be seen from the foregoing illustration that the charges to Profit and Loss 
Account are increased to the extent of the sums outstanding; and the balances brought 
down are, for the purpose of the Balance Sheet, treated as liabilities. 
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When the charge is paid during the succeeding period, it will be debited to the 
nominal account, but will be offset by the balance brought down, so that it will not be 
included in the charge to Profit and Loss Account for that period. 

The same principle can be applied to any nominal accounts; but, so far as purchases 
are concerned, it is better, where possible, to pass all the invoices through the pur¬ 
chases day book (where one is kept) during the period to which they relate. 

Where the system of debiting the nominal accounts concerned and crediting a 
separate account is adopted, all the credits can be passed through an Outstanding 
Liabilities Account, which may be regarded as a Suspense Account for the purpose 
of adjusting the outstandings. In this case the items in the Suspense Account must, 
at the commencement of the succeeding period, be transferred back to the relevant 
nominal accounts, or care be taken that the payments in respect thereof are debited to 
the Suspense Account. 

§ 5. Payments in Advance 

It frequently happens that payments for expenses such as rent, rates, insurances, etc., 
made during a period, refer wholly or partly to a succeeding period. The treatment 
of such items is analogous to that of outstanding liabilities, and the following illus¬ 
tration shows the effect of their adjustment upon the accounts, 
niustration 

The books of a manufacturer are closed at 31 si December, and included in the Trial Balance 
is a debit balance of £260 for Rent and Rates Account. 

The sum of £40 for local rates for the half-year ending 31st March following was paid 
on the 1st December. 

Show the adjustment on the nominal account for the purpose of the Balance Sheet. 

RENT AND RATES ACCOUNT 

£ 19 < i 

Expensu^ (decailecl) 260 ' Dec. 31 ' Balance c/d: 

One Quarter’s Rales, paid in 
advance ... 20 

; „ Profit and Loss Account 240 

£260 I I £260 

mums' 'MHMOMIHHHHnSMMMMi 

Balance b/d. 20 ■ ! 

!' ' I 

It will be seen from the foregoing illustration that the charge against profit for the 
current period is reduced by the amount carried forward to the succeeding period. 
This amount will appear in the Balance Sheet as an asset and will increase the charge 
to Profit and Loss Account in the succeeding period. Where there are several items 
of expenditure paid in advance, it is common for the total to be included in the 
Balance Sheet under a composite description such as: ‘Prepayments’ or ‘Amounts 
paid in Advance’. 

§ 6. Definition of Depreciation, and the considerations necessary to deter¬ 
mine its rate 

Depreciation is the measure of the exhaustion of the effective life of a fixed asset owing 
to use or obsolescence during a given period. It may be regarded as that part of the 


19.. 
Dec. 31 


19.. 
Jan. 1 
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cost of the asset which will not be recoverable when the asset is finally put out of use. 
The object of providing for depreciation is to spread the expenditure incurred in 
acquiring the asset over its effective lifetime, and the amount of the provision made in 
respect of an accounting period is intended to represent the proportion of such ex¬ 
penditure which has expired during that period. 

The term ‘use’ has been employed in the above definition of deprwjiation to cover 
not only the wear and tear, but also exhaustion of the contents of wasting assets such 
as mines and quarries, and the effluxion of time in the case of assets such as leases, 
for which there is a time limit of ownership. 

Obsolescence occurs when it becomes beneficial to replace an asset before the end 
of its normal effective life by a new and improved type of asset or process which will 
perform the same or a similar service more efficiently and more economically. Obviously, 
it is difficult to provide for obsolescence, as it is an element which cannot be foreseen 
with accuracy; a new invention may arrive most unexpectedly. 

Depreciation is sometimes divided broadly into two classes: 

(fl) Internal, and {b) External. 

Internal depreciation is that arising from the operation of any cause natural to or 
inherent in the asset itself, c.g., wear and tear in the case of plant and machinery. 

External depreciation is that arising from the operation of forces apart from the 
asset itself, e.g., obsolescence in the case of plant and machinery. 

The term ‘depreciation’ must not be confused with ‘fluctuation’, which implies a tem¬ 
porary change in market value quite distinct from any depreciation which may occur. 

In order to assess the rate of depreciation, consideration must be given to three 
factors: the cost of the asset, its effective life (by which is meant the period during 
which the asset will be of profitable service to the business) and its probable residual 
value when its effective life comes to an end. The last two factors are not capable of 
precise calculation and can only be determined by estimation. 

In estimating the effective life, the various forces operating to cause depreciation 
must be carefully distinguished. It is usually possible to forecast the depreciation by 
use, such as wear and tear, with reasonable accuracy, given the necessary experience 
and knowledge of the business concerned; but the external forces such as obsolescence 
are so uncertain that in many cases they are ignored until the actual loss caused 
thereby has been ascertained. In making the estimation consideration must be given 
to the state of repair in which it is intended to maintain the asset, e.g., some machines 
can have their lifetime considerably extended by the periodical renewal of certain 
components. The skill of the operatives is also a factor to be taken into account. The 
effective life has been defined as ‘the period beyond which it does not pay either to 
keep the asset in use by repair, or to renew a part of it’. 

§ 7. The Necessity of Providing for Depreciation 

At the end of its effective life, the asset ceases to earn revenue, /.e., the capital outlay 
has expired, and the asset will have to be replaced or a substitute found. Provision for 
depreciation is the setting aside out of the revenue of an accounting period the 



45 


§§6-7] PROVISIONS AND RESERVES, DEPRECIATION, ETC. 

estimated amount by which the capital invested in the asset has expired during that 
period. It is the provision made for the loss or expense incurred through using the 
asset for the purpose of earning profits, and should therefore be charged against those 
profits as they are earned. 

If the whole of the profits were withdrawn without providing for depreciation, moneys 
would not be accumulated out of revenue during the life of the asset for the purpose 
of replacing it, and consequently when it becomes necessary to replace the asset new 
capital would have to be found for the purpose. 

If depreciation is not provided for, the books will not contain a true record of 
revenue or capital. If the asset were hired instead of purchased, the hiring fee would 
be charged against the profits; having been purchased, the asset is, in effect, then 
hired by capital to revenue, and the true profit cannot be ascertained until an 
analogous charge for the use of the asset has been made. Moreover, unless provision is 
made for depreciation, the Balance Sheet will not present a true and fair view of the 
state of affairs, since the assets will be shown at an amount which is in excess of the 
true amount of the unexpired expenditure incurred on their acquisition. 

It is outside the scope of the present work to discuss the question whether a limited 
company is under any legal obligation to provide for depreciation on its fixed and 
wasting assets. The matter is considered here from the point of view of business 
finance and accountancy. The contention is that depreciation, taking place as it does 
irrespective of the results of the business, should be recorded in the books in the same 
way as any other transaction, if those books are to show the true facts of the case. 

Under the simplest methods of providing for depreciation, the amount of the pro¬ 
vision is credited to the asset account and debited to a Depreciation Account, which, 
in due course, is transferred to the debit of Profit and Loss Account. 

The effect of writing off depreciation in this way is illustrated in the following 
simple Balance Sheets: 

A. is a sole trader, whose summarised Balance Sheet, before providing for depreciation, 
is as follows: 

£ £ 
Capital ll.CKX) , Sundry Assets 7,500 

Creditors .. 2,000 i Machinery .. 6,000 

Protit and Loss Account 3.000 i Cash .. 2,500 

£16,000 £16,000 


If A. were to withdraw the whole £3,000 profits he would have to realise £500 of the sundry 
assets, and if he consistently withdrew the whole of the profits for the remainder of the 
effective life of the machinery, his Balance Sheet on the expiry of that life (assuming other 
things unaltered), would be as follows: 


Capital 

Cr^itors 


11,000' Sundry Asseu 7,000 

2,000 Loss on Machinerj ... 6,000 

£ 13 ^ 


£13,000 
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In order to replace the machinery, therefore, fresh capital would have to be introduced. 

Reverting to the first Balance Sheet, if A. provided for depreciation to the extent of £800, 
the effect on that Balance Sheet would be to reduce the profits available for withdrawal to 
£2,200, and after withdrawing these, £800 would be retained in the business in the form of 
cash and/or sundry assets. At the end of the effective life (cf. second Balance Sheet) instead 
of there being a loss, there would be £6,000 of cash and/or other assets available for replacing 
the machinery, the capital outlay having been made good, as it expired, out of revenue. 

Provision for depreciation is normally based upon the original capital outlay, plus 
the cost of all major renewals which increase the revenue earning capacity of the asset 
(but not those which merely maintain it), less the estimated scrap value. 

Depreciation for the accounting period during which an asset is acquired should 
strictly be calculated on a time basis from the date of acquisition to the date of the 
balance sheet. In cases where a number of additions to fixed assets are made through¬ 
out an accounting year, it is often considered desirable to take the average date thereof 
for the purpose of computing depreciation. In some businesses, however, it is customary 
to charge a full year’s depreciation on the assets in use at the end of the accounting 
period, ignoring fractions of years. 

The treatment of obsolescence depends upon the facts. It may be shown, from past 
experience, that important developments or changes in particular types of assets can 
be expected at fairly regular intervals. If so, this factor should be taken into con¬ 
sideration in estimating the effective life. In most cases, however, obsolescence occurs 
more or less unexpectedly, and should be provided for as and when it arises. 
Frequently the loss through obsolescence is of such a large amount that it cannot be 
met out of the revenue of any one period, and must be provided for either out of 
capital or by being written off gradually over a period of years as an abnormal loss. 

Another question to which increasing emphasis has been given in recent years is 
the impact of inflation on the replacement cost of assets, and whether in times of rising 
prices, it is desirable and proper to base the provision for depreciation, not upon 
the actual historical cost of assets, as has been the practice in periods of relative 
price stability, but upon estimated expenditure that will be incurred in replacing the 
assets in respect of which the provision is made. 

The provision for replacement of assets and the measurement of profits are com¬ 
plementary problems, and the combined effect of the steep rise in price levels and 
heavy taxation have caused doubt to be thrown on the validity of the methods of 
ascertaining profit hitherto generally followed. Broadly, it is contended that the 
capital employed in a business should be measured, not by the amount of money con¬ 
tributed by the proprietors, including profits left in the business, but by the capacity 
of that money to purchase goods and equipment. Accordingly it is maintained that the 
true profit can only be ascertained after providing out of revenue the funds necessary 
to replace stocks and fixed assets at the sums which will have to be expended for that 
purpose. It is pointed out that where the revenue itself is inflated by the rise in price 
levels, the charges against revenue should be measured by a similar yardstick if true 
profits are to be ascertained. 

The suggestion has been made, and strongly advocated in some quarters, that the 
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values at which fixed assets appear in the Balance Sheet should be written up to the 
estimated present cost of replacing them by identical assets in a comparable con¬ 
dition, and that thereafter depreciation charged against profits should be calculated 
on the written-up values. A more recent suggestion is that the accounts prepared on 
traditional lines should be accompanied or followed by supplementary accounts in 
which items representing forms of wealth other than money are translated into 
monetary units of current purchasing power. The supplementary accounts would 
thus show the effect on the undertaking of changes in the value of money in which 
the accounts are expressed. 

The Council of the Institute of Chartered Accountants in England and Wales 
examined this matter in all its aspects and published in 1952 a memorandum, wherein, 
whilst recognising the urgent need for the maintenance of industrial efficiency by the 
making of adequate provision for the replacement of lost capital, they indicated that they 
saw no need to modify the advice previously given that thecharge for depreciation should 
be based on historical cost, and that any amounts set aside to finance enhanced costs 
should be treated as transfers to reserve. The Council considered that the proposal to 
base the charge for depreciation on other than historical cost is at variance with the 
accountancy practice hitherto generally followed, of treating as charges to revenue the 
actual monetary cost of stocks consumed and capital expired, and would lead to in¬ 
consistency and confusion. It was pointed out that the logical application of the 
method advocated by those who desire a change would require them not only to make 
charges against revenue on new bases in respect of stocks and fixed assets, but also to 
provide for the diminished purchasing power of cash and other liquid assets to be 
used in the business. It would be illogical, in ascertaining profit, to treat as a necessary 
charge the cost of maintaining the purchasing power of money provided by the issue 
of fixed preference or loan capital, whilst ignoring the corresponding reduction in the 
obligation, expressed in terms of purchasing power, to the holders of that capital. 
If the new conceptionwere adopted, the holders of preference shares might be deprived 
of dividends without acquiring any capital benefit. 

The Council recommended directors of companies to consider, in relation to the 
circumstances of their companies, the effects of the rise in price levels and the relative 
merits of {a) relying upon the company’s ability to raise new capital as and when it 
may be required for the purpose of meeting enhanced replacement costs, and (b) the 
desirability of setting aside and accumulating out of profits such sums for this purpose 
as may be practicable. This consideration may be a matter of major importance in 
determining the amount of profits which, from the standpoint of financial prudence, 
should be regarded as available for dividend. 

The Council further recommended that in order to emphasise that, as a matter of 
prudence, the amount set aside is, for the time being, regarded as not available for 
distribution, it should normally be treated as a specific capital reserve for increased 
cost of replacement of assets. For Balance Sheet purposes, fixed assets should not, 
as a general rule, be written up on the basis of estimated replacement costs, especially 
in the absence of a measure of stability in the price level. 
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The Council of the Association of Certified and Corporate Accountants, on the 
other hand, came down on the side of the advocates of the replacement value basis. 
They recommend that the charge for depreciation be divided into two parts: 

(a) the basic charge, calculated on recorded cost and designed to recover such cost 
over the life of the asset; and 

(b) a supplementary charge for the difference by which the basic charge falls short 
of the amount which would appear as an expense if it were calculated on a basis 
homogeneous with maintenance, repair and other expenses. 

They pointed out that the practical application of this convention would not create 
great technical difficulties. The system of accounts would remain unchanged up to and 
including the Trading or Manufacturing Account, where the basic depreciation would 
be accounted for. The balance - the trading profit - could be brought to a Depre¬ 
ciation Adjustment Account where the supplementary depreciation could be charged. 
The balance would be carried to Profit and Loss Account. The basic depreciation 
would continue to be deducted from the book value of the assets in the Balance 
Sheet and the supplementary depreciation brought to a special replacement provision 
account. 

In the methods of providing for depreciation described and illustrated in the suc¬ 
ceeding section, it is assumed that the charge to Profit and Loss Account for depre¬ 
ciation is based on the original monetary cost of the assets concerned, any further sums 
necessary to provide for the increased cost of replacement being set aside as reserves. 

It will be observed that the Sinking Fund and Endowment Policy Methods aim at 
accumulating funds outside the business wherewith to replace the assets in due course, 
whereas the other methods aiip merely at writing off the original cost of the assets, 
and retaining as working capital the funds thus kept in the business. 

§ 8. The Principal Methods of Providing for Depreciation 
(a) 'JThe Fixed Instalment System, or Straight Line Method 

Under this system, a fixed percentage of the original cost of the asset is written off 
each year so as to reduce the asset to nil or break-up value at the end of its life, repairs 
and small renewals being charged to revenue. 

The method can be used and is commonly apphed in the case of leases having a 
comparatively short life: it is not, however, scientific for such terminable assets, in 
connection with which the expiration of the capital value is more correctly determined 
by the Annuity method referred to in (c) infra. 

Although the reducing instalment system explained in (b) below is frequently em¬ 
ployed in connection with plant and machinery, it is often contended that the fixed 
instalment, or ‘straight line’ method is the safer to employ, as it is more certain in its 
results, the only difficulty in applying it being the calculation of depreciation on 
additions. Proper plant registers should be kept. 

It must not be overlooked that, although tihe depreciation charged for any asset 
will be constant from year to year, there is really a reducing burden when it is con- 



§§7-8] PROVISIONS AND RESERVES, DEPRECIATION, ETC. 49 

sidered that the funds retained thereby will themselves earn income. Moreover, 
fluctuations in the total depreciation charge may be somewhat violent if blocks of 
assets are wholly written off and not immediately replaced. 

In order to calculate the depreciation charge under this system it is necessary to 
classify the machinery under effective life periods, separate accounts being utilised for 
each group having the same expectation of time of utility. The way in which the 
depreciation charge is ascertained and the asset account kept, is shown in the follow¬ 
ing illustration: 

Illustration (1) 

Machinery and Plant, Class A, of ten years’ effective life, is acquired for £4,000. 

Additions are made at the commencement of the second and third years of the value of 
£400 and £250 respectively. 

Show the Asset Account depreciated by 10 per cent, per annum on the original cost, and 
show how the depreciation is arrived at. 

DEPRECIATION RECORD 

MACHINERY AND PLANT. CLASS A. TEN YEARS’ LIFE. 


Year ' 1 1 

Inl. 

2 J 4 5 6'7 8 9 10’ Depreciation Fo. Year 

! , £ 

1 1 Hook Value 4,000 

Depreciation 4(K) 

1 

££ii.£££££ £ 

400 1 

2 Book Value ' 3,600 

Depreciation ^ 400 

400 ' 

40 : , , , 440 1 2 

3 Book Value 3,200 

' Depreciation 400 

360 1 250 

40 1 25 : 465 3 

4 Book Vftlue 2,800 

etc. 

320 225 ' 

4 

' ' etc. 


MACHINERY AND PLANT 
CLASS A TEN YEARS’ LIFE 


Year 1 

Cash 

II 1 

£ 1, 1 

4,000 ,1 Year 1 ' 

il 

Depreciation 

Balance c/d. 

£ 

400 

3,600 



£4,000 ,, 


£4.000 

Year 2 

Balance b/d. 

Cash (Additions) .. 

1 

3,600 Year 2 i 
400 

Depreciation 

Balance c/d. 

440 

3,560 



tA.OOO } 


£4 000 

Year 3 

Balance b/d. 

Cash (Additions) .. 

1 ‘ 

3,560 Year 3 i 
2.50 1] 

Il > 

Depreciation 

Balance c/d. 

465 

3,345 



£.3,810 1 


£3.810 

Year 4 

Baluice b/d. 

3,345 ' 




Notes to Illustration. . u . * i . . . .u ^ l . 

The Depreciation Record is not a ledger account, but a statistical statement, the compilaUon of which is 
essential if the depreciation is to be calculated under this system. The annual depreciation figures are totaUed 
in the last column, and this total figure is journalised. 
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Where the additions are not made at the beginning of the year, the first year’s charge may require adjust¬ 
ment, i.e., depreciation may have to be calculated for part of a year. In subsequent years a full year’s deprecia¬ 
tion must be entered in the appropriate column. 

The resulting balances on the statement, when added together, should equal the balance on the ledger 
account concerned. 

The fixed instalment system is recommended by the Council of the Institute of 
Chartered Accountants as the most suitable in the majority of cases. The full text of 
the recommendation will be found on pages 60 and 61. 

In view of the provision in the Companies Act, 1948, which requires the cost of 
fixed assets and the aggregate amount of the provision made for depreciation thereon 
to be disclosed in the Balance Sheet, it is expedient to retain the assets in the accounts 
at original cost, and credit the provision for depreciation to a separate account, 
instead of to the asset accounts. When an asset is sold or discarded, the original cost 
is transferred from the asset account, and the total provision made for depreciation 
thereon from the Provision for Depreciation Account, to a Fixed Assets Disposals 
Account, the balance of which will represent the written down value of the asset at 
the date on which it is sold or discarded. The proceeds of sale (if any) will be credited 
to this account, which will then disclose the profit or loss arising from the transaction. 

By this method, the balances on the fixed assets accounts will always represent the 
cost of the fixed assets actually in use, and the balances of the Provision for Deprecia¬ 
tion Accounts the aggregate amount of depreciation thereon to date. 

Illustration (2) 

B & Co. commenced manufacturing on 1st January, 1960. They purchased plant as follows: 


1960 

£ 

Jan. 1 

4,000 

July 1 

2,000 

1962 


April 1 

3,000 


Depreciation is provided for on the ‘straight line’ method at the rate of 10 per cent, per 
annum from the date of purchase, a separate account being opened for the provision made. 

On 30lh June, 1961, the machine which had been purchased on 1st July, 1960, was sold 
for £1,200. 

Write up the ledger accounts involved. 

P1.ANT ACCOUNT 


lQf>0 
Jan. i 
July 1 

Machine .. 

t* • • • * 

£ 

4.000 

2.000 

1960 
Dec. 31 

1 

Balance c/d. 

£ 

6,000 



£6.000 



£6.000 

19(il 
Jan. 1 

Balance b/d. 

6,000 

1961 

1 June 30 
> Dec. 31 

Plant Disposal Account - Plant Sold .. 
Balance c/d. 

§1 



£6.000 



£6.000 

1962 
Jan. 1 
Apr. 1 

Balance b/d. 

Machine 

4.000 

3,000 

1962 
Dec. 31 

Balance c/d. 

7 000 



£7.000 



£7.000 

1963 
Jan. I 

Balance b/d. 

7,000 
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PROVISION 

FOR DEPRECIATION 

ON PLANT ACCOUNT 



I960 


£ I960 


£ 

£ 

Dec. 31 

Balance c/d. 

500 Dec. 31 

Profit and Loss Account: 






12 months on £4,000 

400 





6 .. £2,000 

100 






— 

500 



£500 



£500 

1961 


1961 




June 30 

Plant Disposal Account 

200 Jan. 1 

Balance hid. 


.400 


(on £2 000 for 1 year) 

Dec. 31 

Prolii and Los* Account; 



Doc. 31 

Balance c/d. 

800 

' 12 months on £4,000 

400 





6 .. £2,000 

100 







500 



£1.000 



£1,000 

1962 


. 1962 




Dec. 31 

Balance c/ri. 

1.4:5 Jan. 1 

Balance b/d 

' 

800 



Dec. 31 

Prulii and Loss Account: 

1 





12 munilis on £4,000 

400 1 





9 .. £3,000 

225 ! 






-1 

625 



£1.425 


] 

£1.425 



1963 


i 




Jan. I 

Balance b/d. 

. I 

1,425 



PLANT DISPOSAL ACCOUNT 


1961 

' £ ' 

1961 

£ 

June 30 

Plant Account: | 

June 30 Provision for Depreciation Account; 



Cost ol Plant sold ' 2,000 ' 

1 Drprertaiion lor 1 year on £2,000 .. 

200 


1 ! 

1 1 Cash - Sale 

1,200 


! ! 

' Protil and Loss Account 

600 


j £2.000 ; 

1 

1 

£2,000 


i 

i 



Noie. The Plant will appear in the Balance Sheet at Slai December, 1962, as; 

Plant at cost . £7,000 

Less Provision for Depreciation .. £I,42S 


£5.575 

(b) The Reducing Instalment System, or Diminishing Balance Method 

Under this system, a fixed rate per cent, on the diminishing value of the asset is written 

off each year, so as to reduce the asset to break-up value at the end of its life, repairs 

and small renewals being charged to revenue. This method is commonly used for 

plant, fixtures, furniture, etc. Among the advantages claimed for this method are the 

following: 

(1) The early years are charged with the largest amounts for depreciation, thus re¬ 
ducing the asset in the same ratio as its loss in value for resale accrues, it being 
recognised that normally a new asset loses its saleable value most rapidly when 
first put into use. (This introduces into the question a factor which strictly does no». 
affect depreciation, viz., fluctuation in value.) 

(2) The asset is never completely written off, so that some charge is made to revenue 
in every year, whereas under the straight line method there will be no charge to 
revenue in years after the expiration of the basic period adopted for computing the 
rale of depreciation, even though the asset remains in use. 

(3) The asset loses efficiency as it gets older and the charge for depreciation should 
decrease accordingly. (This is not true of all assets.) 

(4) It is very simple in operation, and the total charge to revenue in respect of 
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depreciation and repairs is more equal each year than under method (a), since, while 
the charge for depreciation is heavy in the early years, that for repairs is lighter, 
the latter increasing as the former decreases; whereas under {a) the charge for 
depreciation is constant, while repairs will tend to increase. 

This argument may be sound when applied to an individual asset. In practice, 
however, when there is a large number of assets, which are renewed at intervals, the 
total cost of repairs, taking old assets with new, and the total depreciation charge, will 
not fluctuate to any great extent from year to year. When a single asset is considered, 
however, the objection to the fixed instalment method can be overcome by charging 
to revenue an equal sura each year for repairs and crediting such sum to a Provision 
for Repairs Account. As repairs are effected the cost thereof is charged to the Provision 
for Repairs Account and, if the annual sum has been calculated correctly, the pro- 
vi.sion will be exhausted at the expiration of the asset’s life {see § 9 post). 

It is desirable, however, under the reducing instalment system, to re-value the asset 
from time to time, to ensure the effectiveness of the rate utilised, and it is inadvisable 
to apply this system to assets whose life is so short as to involve an unduly heavy charge 
in the earlier years. 

Among the disadvantages of this method are the danger that too low a percentage 
may be adopted, with a result that over the life of the asset full depreciation will not 
be provided; and, owing to its simplicity of operation, assets are grouped in such a 
way that individual assets are difficult to identify and the residue of each may be left 
in the asset account even after the asset has been scrapped. The latter disadvantage 
can readily be overcome, however, by the maintenance of adequate plant registers. 
In the later years, the interest earned on the assets retained as a result of writing off 
the depreciation frequently exceeds the actual charge for those years. 

Illustration 

Balance of Plant Account at 1st January, 1961, £1,726. 

Additions during 1961, £321, and 1962, £57. 

Depreciation at 10% per annum on the Reducing Instalment System. Calculate to 
nearest £. 

PLANT ACCOUNT 


1961 


£ 

' 1961 

£ 

Jan. 1 

Balance b/r. 

1.726 

; Dec. 31 : Depn. 10% on tl./2b 

173 

Dec. 31 

Additions 

.321 

‘ Balance c/d. 

1,874 



£2,047 


£2.047 

1962 



1 

1 1962 j 


Jan. 1 

Balance b/d. 

1,874 

Dec. 31 1 Depn. 10% on £1,874 

187 

Dec. 31 

Additions 

57 

Balance c/d. 

1,744 



£1,931 

! 

£1,931 

1963 



1 

j 


Jon. 1 

Balance b/d. 

1,744 

1 

_.. 1 _ 



On occasions it may be preferable to adopt the reducing instalment system in the early 
years, and then to change over to the fixed instalment system to ensure that the asset is 
completely depreciated. 

As already explained in connection with the fixed instalment system, the asset may 
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be left in the books at cost, the depreciation being credited to a Provision for Depre¬ 
ciation Account. 

(c) The Annuity System 

By this method the capital locked up in the asset is regarded as earning a fixed rate 
of interest, and such constant annual amount is written off as, after debiting the asset 
account with the fixed rate per cent, upon the diminishing value, will reduce it to nil 
or scrap value at the end of its life. In effect, the expenditure on the asset is regarded 
as the cost of an annuity for the life of the asset, the amount of the annuity being 
charged to revenue each year as depreciation. 

This is the most scientific system when investment is not desired outside the 
business, but may be criticised from the viewpoint that it introduces an uncertain 
element, i.e., the rate of interest, which is bound to be arbitrarily arrived at, and also 
that it is not sufficiently conservative in the early years, so that if obsolescence super¬ 
venes the true depreciation will not have been provided; but the latter objection can be 
met by shortening the estimated life on which the calculations are based. The annuity 
system is specially applicable to cases such as long leases, where no additions arc made 
to the asset during its life. It is not generally used for plant, since, when additions 
are made from time to time, these would at once necessitate further calculations. 

The interest debited to the asset account is credited to revenue, and this item 
diminishes each year with the balance on the asset account, although the amount 
written off as depreciation remains constant. There is, therefore, an increasing net 
charge to revenue in respect of the asset. This increasing charge, however, is more 
apparent than real, as the assets retained as a result of writing off depreciation will 
presumably earn profits, which will offset the diminution of interest charged to the 
asset, as can be seen from the table following the next illustration. 

Illustration 

Lease costing £600 for a term of five years. Depreciation by the Annuity Method at 5% 
per annum. 

LEASE ACCOUNT 


Ycarl 


1 

s. 

d. 

Ycai 1 


£ 

s 

d. 

Jan. 1 

Canh 

MM) 

0 

II 

Dfi- 31 

Depreciation Account 

138 

II 

8 

Dec. n 

IntcreV. Xccounl. 5% 

30 

0 

0 


BalaiiLC c/d. 

491 

8 

4 



£630 

0 

0 



£6.30 

(I 

0 

Year 2 





YtMi 2 





Jan. 1 

lialance h/il. 

4<)1 

R 

4 

Dix. 31 

Depreciation Account 

1.38 

11 

8 

Dec. n 

Interest Acouiit 

24 

11 

3 


Balance c/d. 

.377 

8 

I 



l-SI.S 

19 

9 



£513 

19 

9 

Year 3 





Ye.i: 3 





Jan, 1 

Balance b/d. 

.377 

s 

I 

Dec. 3! 

Depreciation Account 

138 

11 

8 

Dee. 31 , 

1 

Interest Accouii' 

U 

17 

3 


Balance c/d. 

257 

13 

10 

1 


£396 

5 

6 



£.396 

5 

6 

Year 4 ' 





^'ear 4 





Jan. 1 

Balance b/d. 

2.37 

n 

10 

Dec. 31 

Depreciation Account 

138 

11 

8 

Dec. 31 . 

Interest Account 

12 

17 

K 


Balance c/d. 

131 

19 

10 



£270 

II 

6 



£270 

11 

6 
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LEASE ACCOUNT (continued) 

Years £ s. d. Year5 £ s d. 

Jan I Ra'ance t>/d 131 I** 10 Doc.31 Depreciation Accoiin I 138 11 10 

Dec. 31 Interest Account 6 12 0 

£138 II 10 £138 II 10 


Mote The annual amount of depreciation under this system is calculated from actuarial tables compiled 
for the purpose. 


DEPRECIATION AND INTEREST ACCOUNT 


Year I | 

Dec. 31 I Lease Account - Depreciation 


Year 2 

Dec. 31 Lease Account - Depreciation 


I 

Year 3 I 

Dec 31 ; Lease Account •> Depreciation 


Year 4 

Dec. 31 I Lease Account - Depreciation 


Years | 

Dec. 31 j Lease Account - Depreciation 

I 


1 £ s. d. ! Year I i 

138 It 8 I Disc. 31 I 

I-1 j 

£138 It 8 I : 

! Year 2 I 

138 11 8 I Dec. 31 

_I 

I £138 II 8 I 

, 

Year 3 I 

! 138 11 8 Dec. 31 | 

i_ ; 

j £1.38 II 8 I ; 

I".. ' I I 

Year 4 

1 138 II 8 Dec. 31 

-1 

£138 II 8 I 

' I ^ ^ 

' 138 11 10 i Dec. 31 i 

! i 

£138 II 10 |{ I 


Lease Account - Interest 
Profit and Loss Account 


Lease Account - Interest 
Profit and Loss Account 


Lease Account - Interest 
Profit and Loss Account 


Lease Account - Interest 
Profit and Loss Account 


Lease Account - Interest 
Profit and Loss Account 


£ 

8. 

d. 

30 

0 

0 

108 

II 

8 

£138 

11 

8 

24 

II 

5 

114 

0 

3 


£138 II 8 

18 17 3 
119 14 3 

£138 II 8 

12 17 8 
125 14 0 

; £1.18 II 8 

j- 

j 

6 13 0 
131 19 10 

£138 II 10 




Note. In practice this account might not be used, depreciation and interest being debited and credited 
re.spcctively to their separate accounts, but il is shown here in order to illustrate the increasing charge each 
year to Profit and Loss Account. 

It will be seen from the above example that the profits available for distribution are 
reduced in each year to the extent of the net charge to Profit and Loss Account, and 
it will be evident that, as a result of this charge, there are retained in the business as 
working capital assets that might otherwise have been distributed as dividend. These 
assets will themselves earn revenue, and if it is assumed that the profits thereon are 
only equal to 5% per annum, the equality of the real charge to Profit and Loss 
Account in each year will be seen from the following table. 


I Amount of iniere.st deemed to be 
I earned bv accumulations ol assets I 
Charge to Profit retained in business as a result of the I Real net charee 
Year to and Loss Account ' charse lor depreciation. | to Profit and 


3lsi Dec. as above ■ .. ■ . 

1 5% on 1 

; i 

■ .Loss Account. 

1 

Amount i 

i ! 

i 

£ s. d. 

1 

£ a. 

d. 

£ a. d. 

i 

' £ s. d. 

Year 1 

108 II 8 

_ 


— 

108 II 8 

Year 2 

114 0 3 

108 II 

8 

5 8 7 

1 108 II 8 

Year 3 i 

119 14 3 

222 11 

11 

11 2 7 

1 108 II 8 

Year 4 ' 

125 14 0 

342 6 

2 

17 2 4 

1 108 II 8 

Year 5 ' 

1 

131 19 10 1 

468 0 

2 

23 8 0 

! 

1 108 11 10 

1 
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(d) The Depreciation Fund, or Sinking Fund System 
Under this system, a constant amount is debited to the Profit and Loss Account each 
year, and credited to a Depreciation Fund Account, and an equivalent amount of 
cash is invested outside the business in gilt-edged or other securities, and allowed to 
accumulate at compound interest so as to produce the required amount at the com¬ 
pletion of a given number of years. 

This system is adopted where it is necessary to replace the asset at the end of its 
life, and to provide moneys outside the business for such purpose. This will avoid any 
disturbance of the financial position, such as might occur if large sums had to be with¬ 
drawn from the business at any particular moment, since money left in the business 
is employed as working capital. 

Sometimes, instead of being invested outside the business, the sums set aside are 
used in the business. In that case, a charge for interest on the accumulated fund should 
be made, by debiting Profit and Loss Account and crediting the Fund Account. This 
provides for the depreciation, but does not ensure that the cash will be available, when 
required, to replace the asset, as the fund may be represented by business assets which 
cannot readily be realised. Primd facie, this method has the disadvantage that the 
gross charge to Profit and Loss Account increases from year to year, but, as already 
explained, the assets representing the fund will be earning income, which goes to 
increase the profits available. Moreover, the use of the term ‘depreciation fund’ in 
such a case would be misleading, as the designation ‘fund’ should only be applied 
where the amount is represented by a fund of readily realisable and earmarked 
investments. 

The sum to be set aside each year is ascertained by reference to compound interest 
tables, or can be computed by ordinary arithmetical calculation, e.g., to find what 
annual sum must be set aside at the end of each year and invested at 3 % compound 
interest to provide £2,091 16s. 3d. at the end of four years, the following calculation 
may be made: 


If the sum set aside at the end of the first year were £100-0000 

Interest for second year (;$ 3 % thereon 3-0000 


103 0000 

Sum set aside at end of second year UXl-OUOO 

203-0000 

Interest for third year @ 3 % thereon .. 6-U900 

209-0900 

Sum set aside nt end of third >«ar KXl-OOOO 


300-0900 

Interest for fourth year @3% thereon 9-2727 

318 3627 

Sum set aside at end of fourth year 100-0000 

Amount at end of four years £418-3627 


If £418-3627 would be produced by the annual investment of £100, 

2091-8123 X 100 

then £2.091-8123 would be produced by the annual investment of £ - ■ “ £500 

418-3627 


Illustration 

Lease costing £2,091 16s. 3d. for term of four years. Depreciation by the Depreciation 
Fund System at 3 % per annum. Replaced at expiration by lease costing £2,000. 
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Year 2 j 

Dec. 31 ' Balance c/d. 

1 

1 £ s. d. Year 1 

..1 1,015 0 0 Dec. 31 

Year 2 

1 Dec. 31 

i ' " 

Profit and Ixjss Account 

Cash: Interest 

Profit and Loss Account 

£ s. d. 
500 0 0 

15 0 0 
500 0 0 


i £1,015 0 0 , 


£1,015 0 0 

Years 

Dec. 31 1 Balance c/d 

1 

! Year 3 

..1 1,545 9 0 Jan. 1 

Dec. 31 

1 1 •' 

Balance b/d. 

Cash: Interest 

Profit and Loss Account 

1.015 0 0 
30 9 0 
500 0 0 


; £1,545 9 0 


£1,545 9 0 

Year 4 > 

Dec. 31 ' Lease Account 

! 

1 

Year 4 

.. ' 2,091 16 3 Jan. 1 

I Dec. 31 

Balance b/d. 

Cash: Interest 

Profit and Loss Account 

1,545 9 0 
46 7 3 
500 0 0 

1 

' £2,091 16 3 


£2,091 16 3 


INVESTMENT ACCOUNT 


1 

Ycarl ! 

Dec. 31 ! Cash 

Year 2 > 

Dec. 31 ! 

11 

£ s. d. Year 2 
... 500 0 0 i Dec. 31 

515 0 0 1 

Balance c/d. 

£ s. d. 
I.OIS 0 0 


£1,015 0 0 

n 


£1.015 0 0 

Years 

3an. 1 Balance h/d. 

Dec. 31 Cash 

1' 

i’ Year 3 

1 015 0 0 ; Dec. 31 
5.30 9 0 i' 

Balance c/d. 

1,545 9 0 


£1.545 9 0 


£1,.545 9 0 

Year 4 

Jan. 1 . Balance b/d. 

' Year 4 
1,545 9 0 Dee. 31 

Cash 

1,545 9 0 


£1.545 9 0 


£l..545 9 0 


LEASE ACCOUNT 


Yeat 1 

Jan 1 Cash 

£ s d. j Year 4 
.. ' 2,091 16 3 Dec. 31 

{ Depreciation Fund 

1 

£ s d. 
2,091 16 3 


£2,091 16 3 ,, 

j 

£2,091 16 3 


I ' ! 

NEW LEASE ACCOUNT 


' Cash 

£ .s. d. ' 

2 ,(x )0 0 0 ;; 



Notes to Illustration 

(1) For the sake of simplicity the investments have been valued at par, and interest has been brought in 
yearly, without deduction of income tax, and invested as received. 

<2) The interest received in and the allocation from profit at the end of the fourth year, amounting in all to 
£546 7s. 3d. would not be invested, but, with the proceeds of £1,545 9s. Od, from Uie sale of the invest¬ 
ment, would make up the balance on the Depreciation Fund Account of £2,091 16s, 3d. 
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(3) In many cases instructions arc given to the bankers to collect the interest and to reinvest it in the principal 
stock as and when received, in which cases the dividends are never actually received, a book entry debiting 
the Investment Account and crediting the Depreciation Fund Account being made to record the trans¬ 
action. 

(4) In practice the investment will never realise exactly its book value owing to market fluctuations, brokers* 
commission, etc., which have, however, in this case been ignored. 

(5) The Depreciation Fund Account is Anally disposed of by transferring the balance to the Lease Account, 
thus closing both accounts. It represents the total amount of the provision made for depreciation over the 
life of the asset and is written off to the asset account in a lump sum. 

(6) Various terms are utilised in place of the phrase Depreciation Fund, e.g.. Redemption Fund, Amortisation 
Fund, Sinking Fund, etc. 


Where the cost of replacement is estimated to exceed the cost of the original asset, 
and it is not desired to introduce new capital to meet such excess, but it is the intention 
to provide it out of profits, the fund must be computed at such amount as is necessary 
for the acquisition. As already indicated, the excess of such provision over the true 
depreciation charge should preferably be regarded as an appropriation of profits, not 
a charge against them. 


(e) The Depredation Fund with Endowment Policy System 

In this case (which is merely another method of applying the depreciation fund 
system), instead of buying securities, an endowment policy is taken out so as to 
produce the amount required at the end of the asset’s life. 

The charge is made to Profit and Loss Account in the same way as under the invest¬ 
ment system, but the cash taken out of the business, instead of being invested in 
securities, is paid over by way of premium to an insurance company. 

This method has the advantage that although the interest earned is lower than 
could be obtained by investing in securities, there is no risk of loss on realisation as 
there is in the case of an outside investment, provided a sound insurance company is 
chosen. 

Some accountants consider that it is advisable for the Policy Account to be adjusted 
at the end of each year to the surrender value of the policy. In that case, when the 
policy matures, a greater sum will be received than that shown in the books to the debit 
of the Policy Account. This profit will be debited to the Policy Account and credited 
to the Depreciation Fund Account. 

Others take the view that, since the policy is for a fixed term, and there is no inten¬ 
tion of surrendering it, there is no need to write it down to surrender value, but that it 
can be maintained at cost plus accrued mterest, there being the equivalent Fund 
Account to correspond with it. The surrender value method, of course, is the more 
conservative, and maintains the policy in the Balance Sheet at its realisable value. This 
method is here illustrated. 

Illustration 

Lease costing £10,000 for a term of 50 years. Annual Premium on Endowment PoHcy is, 
say, £100. The surrender value of the policy is the amount of the premiums paid, excluding the 
first, plus 3 per cent compound interest. 
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DEPRECIATION FUND ACCOUNT 


1st year 




' Ist year j 


£ 

a. 

d. 

Dec. 31 

tjidowment Policy Account to 

£ 

s. d. 

Dec. 31 

Profit and Loss Account 

100 

0 

0 


adjust to surrender value 

too 

0 0 

1 





2nd year 




2nd year! 





Dw. 31 

Balance c/d. 

103 

0 0 

Dec. 31 

Profit and Loss Account 

100 

0 

0 





1 

Endowment Po'icy Account: 









Adjustment to surrender value 

3 

0 

0 



£103 

0 0 



£103 


0 

3rd year 




' 3rd year i 





Dec. 31 

Balance c/d 

209 

1 9 

' Jan. 1 1 

Balance b/d. 

103 

0 

0 





1 Dec. 31 

Profit and Loss Account 

100 

0 

0 






Endowment Policy Account: 









Adjustment to surrender value 

6 

1 

9 



£209 

1 9 



£209 

1 

"9 





4th year 









Jan. 1 1 

I t 

Balaiuai b/d. 

209 

1 

9 


ENDOWMENT POLICY 

ACCOUNT 




tst year 


£ 

s. d. 

' Ist year 


£ 

s. 

d. 

Jan. 1 

Cash 

100 

0 0 

' Dec. 31 

Depreciation Fund Account 

100 

0 

0 

2nd year 




1 2nd year 





Jan. 1 

Cash 

100 

0 0 

Dec. 31 

Balance c/d 

103 

0 

0 

Dec. 31 

Depreciation Fund Account; 









Interest at 3% on £100 to ad¬ 









just to surrender value 

3 

0 0 








£103 

0 0 



£103 

”o 

1) 

3rd year 




1 3rd year 





Jan. 1 

Balance b/d. 

103 

0 0 

: Dec. 31 

Balance c/d 

209 

1 

9 


Cash 

100 

0 0 






Dec. 31 

Depreciation Fund Account; 









Interest at 3% on £103 to ad¬ 









just to surrender value 

6 

1 9 








£209 

1 9 



£209 

T 

~9 

4th year 









Jan. 1 

Balance b/d. 

209 

1 9 







! 


Notes to Illustration 

(a) Although the premiuins are paid on 1st January of each year, the transfers from Profit and Loss Account 
to Depreciation Fund Account would be made at the end of the year, when the accounts are closed. 

{b) Since the surrender value of the policy is the amount of the premiums paid, excluding the first premiurn, 
plus interest, the surrender value at the end of the first year is nil. The whole amount standing to the debit 
of the Policy Account is therefore written off against the Depreciation Fund Account, and thereby against 
profit. In subsequent years the balance on the Policy Account is raised to surrender value by debiting the 
account with 3 per cent on the existing balance, the Depreciation Fund Account being credited. 

(c) When the policy matures, the Endowment Policy Account will be credited and cash debited, any balance 
remaining on the Policy Account being transferred to the Depreciation Fund Account. 

(f) Revaluation 

It is advisable to resort to this method of ascertaining the amount of depreciation to 
be written off in the case of loose tools, plant which rapidly depreciates, live stock, 
patents, copyrights and similar assets. Should the revaluation disclose an appreciation 
brought about by additions from revenue, as in the case of loose tools and plant in an 
engineering business (the cost of which, in the shape of materials and wages, has been 
charged to the Manufacturing or Trading Account), such appreciation should be carried 
to the credit of that Account. In some cases, the depreciation or appreciation of assets 
dealt with on a revaluation basis is automatically brought into the Profit and Loss 
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Account by transferring the opening and closing values of the assets to that account 
in exactly the same way as is done with stock-in-trade. 

Where the appreciation has not been brought about by additions from revenue, it 
will be of a capital nature, and if taken into consideration at all should be placed to 
the credit of a special reserve account. 

(g) Depletion Unit System 

In the case of wasting assets, such as mines and quarries, it is a matter of policy 
whether or not to make provision for depreciation. If the concern has been floated 
to work the asset, and to terminate when the asset is exhausted, the proprietors must 
regard each dividend received by them as being in part a return of their invested 
capital, and they must make personal provision thereout to replace that capital. 

If, however, the concern is floated on the basis of working each asset in succession, 
acquiring a new asset as each old one is worked out, depreciation should be provided 
for on the depletion unit basis, such a sum being set aside out of profits each year as 
represents the expired capital outlay, on the basis of the produce extracted compared 
with the estimated total contents of the mine, etc. 

Ulustmtion 

A plot of freehold land is acquired at a cost of £1,000 for quarrying. The estimated output 
of the quarry over its lifetime is 40,000 tons. 

For each ton won the sum of 6d. must be written off the book value of the land, i.e., if the 
tonnage won in a year is 2,000, the sum of £50 should be written off as depreciation. 


(h) Machine Hour System 

Where it is possible to keep records of the actual running hours of each machine, the 
‘machine hour’ plan can be employed. Under this system, it is necessary to estimate 
the total effective working hours during the whole life of the machine, and to divide 
this total into the cost of the machine, less its scrap value, thus giving an hourly rate 
of depreciation. Depreciation is then written oft' at the hourly rate in respect of the 
number of hours the machine has been engaged during the period. 

This system burdens each period with the exact amount of depreciation appropriate 
to its use of the machine, and can only usefully be employed in the case of large 
machines. Due consideration must be given to the fact that some depreciation must 
normally take place even when a machine is not in use. 

The labour involved in the maintenance of records renders this system more ex¬ 
pedient where a costing system is in operation. 

(i) Sundry Systems 

In some trades, machines are hired on the basis of a royalty payable according to the 
metered use of the machines, e.g., per 10,000 revolutions. Depreciation can be written 
off on a similar basis. 

In certain cases of small machines, with very short lives, the original expenditure 
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is capitalised, and all renewals charged to revenue, thus maintaining the original 
outlay. The renewals system cannot be recommended in many cases, however, as 
few assets have a short enough life to give a fair charge to revenue from year to year. 

The recommendation of the Council of the Institute of Chartered Accountants as 
to the methods which should be applied in providing for depreciation of fixed assets 
is set out hereunder. 


RECOMMENDATION 

1. Provisions for depreciation, amortisation, and depletion of fixed assets should be 
applied on consistent bases from one period to another. If additional provisions prove to be 
necessary, they should be stated separately in the Profit and Loss Account. Where prac¬ 
ticable, fixed assets in existence at the Balance Sheet date should normally be shown in the 
Balance Sheet at cost, and the aggregate of the provisions for depreciation, amortisation and 
depletion should appear as deductions therefrom. The extent to which these provisions are 
being kept liquid will then be ascertainable from the Balance Sheet as a whole. 

2. Such provisions should be computed on the bases mentioned below as being appro¬ 
priate to the particular class of asset concerned: 

(fl) Goodwill and Freehold Land 

Depreciation does not arise through use in the business, except in the case of freehold 
land acquired for purposes such as are referred to in (d) below. Amounts set aside to pro¬ 
vide for diminution in value do not constitute a normal charge against revenue and should 
be shown separately in the Profit and Loss Account. 

{b) Freehold Buildings, Plant and Machinery, Tools and Equipment, Ships, Transport Vehicles 
and similar assets which are subject to depreciation by reason of their employment in the 
business. 

Provision for depreciation should, in general, be computed on the straight-line method. 
Assets of very short effective life, such as loose tools, jigs and patterns, may, however, fre¬ 
quently be dealt with more satisfactorily by other methods, such as revaluation, which in 
no case should exceed cost. 

(c) Leaseholds, Patents and other assets which become exhausted by the effluxion of time. 
Provision for amortisation should be made on the straight-line basis, including, in the 
case of leaseholds, allowance for the estimated cost of dilapidations at the end of the lease 
or useful life of the asset if shorter. If a leasehold redemption policy is effected with an 
insurance company, the charge of the annual premiums to Profit and Loss Account prO' 
vides a satisfactory method of amortisation if supplemented in respect of dilapidations. 

id) Mines, oil wells, quarries and similar assets of a wasting character which are consumed in 
the form of basic raw material or where the output is sold as such. 

Provision for depreciation and depletion should be made according to the estimated 
exhaustion of the asset concerned. In the case of an undertaking, formed for the purpose 
of exploiting this particular class of asset, if the practice is to make no provision, this 
should be made clear in the accounts so that shareholders may realise that dividends are, 
in part, a return of capital. 

3. Where a method different from that recommended has hitherto been followed, and it is 
not considered practicable or desirable to make a change in the case of assets already in use, 
it is suggested that the methods recommended should be followed in cases of assets sub¬ 
sequently acquired. 
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4. Details of all fixed assets should be kept (preferably in registers specially maintained) to 
show the cost of each asset, the provisions made for its depreciation and the basis of the pro¬ 
visions made. 

5. Amounts set aside out of profits for obsolescence which cannot be foreseen, or for a 
possible increase in the cost of replacement, are matters of financial prudence. Neither can 
be estimated vdth any degree of accuracy. They are in the nature of reserves and should be 
treated as such in the accounts. 

In subsequent memoranda, in amplification of the above, the Council of the In¬ 
stitute have reiterated their recommendation that historical cost should be the basis 
on which annual accounts should be prepared and profits computed. Any amount set 
aside out of profits in recognition of the effects which changes in the purchasing power 
of money have had on the affairs of the business (including any amount to finance the 
increase in the cost of replacements, whether of fixed or current assets) should be 
treated as a transfer to reserve and not as a charge in arriving at profits, if such a 
transfer is shown in the profit and loss account as a deduction in arriving at the 
balance for the year, that balance should be described appropriately, since it is not the 
whole of the profits. 

For balance sheet purposes fixed assets should not, except in special circum¬ 
stances (e.g. where subscriptions for new capital are invited on the basis of a current 
valuation of the assets), be written up. 

§ 9. The Treatment of Repairs, Renewals and Replacements 
In considering the question of depreciation, distinction should be made between the 
cost of upkeep in the shape of repairs and small renewals, and the cost of large 
renewals or the entire replacement of an asset. 

In all cases the cost of upkeep should be charged to revenue in addition to the 
necessary provision for depreciation. The latter represents the exhaustion of the 
capital outlay which cannot be made good by repairs, but must ultimately involve the 
expenditure of large sums on the replacement of the asset. The annual charge for 
depreciation spreads this loss equitably over the life of the asset. The current 
expenditure by way of repairs is necessary to preserve the life of the asset to the extent 
of its normal duration, this being the basis upon which the rate of depreciation is 
deter min ed. Consequently it is essential that the cost of current repairs should be 
charged to revenue, otherwise the rate of depreciation would require to be increased. 

Where large renewals or replacements become necessary it must be considered 
whether they have the effect of increasing the revenue-earning capacity of the original 
asset, or merely of maintaining it. Only expenditure resulting in an increase in earning 
capacity can properly be capitalised, and this must itself be depreciated, so that it is 
written off by the same ultimate date as the original asset. This factor renders im¬ 
practicable the reducing instalment system of depreciation, unless the additional 
capital outlay is depreciated separately from the original asset and at a higher rate. 
It would likewise vitiate any system that did not maintain separate records, but the 
reducing instalment system is peculiarly susceptible as its simplicity of operation so 
often jresults in no plant register being maintained. 
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If the renewal is of the whole asset, the book value of the original asset will (if the 
rate of depreciation provided has been sufficient) have been reduced to nil or break-up 
value by the time the expenditure on renewal becomes necessary. This fact determines 
whether the expenditure on renewal can justifiably be charged to capital. If there re¬ 
mains any book value over and above the break-up value attaching to the asset to be 
replaced, only such proportion of the cost of replacement as will increase the book 
value of the asset to the current cost should be capitalised. The balance, which repre¬ 
sents accumulated depreciation unprovided forin thepast, should be charged to revenue. 

It is important to consider whether it is necessary to provide for future expenditure 
on repairs during the early years of the life of an asset, when, although the current 
expenditure is comparatively light, it is known that the expenditure at a subsequent 
date will be considerable. Where large sums are involved, the best method is to 
estimate the total expenditure on repairs during the life of the asset, and to average it 
over that period. This may be done by raising a Provision for Maintenance Account, 
to which a credit is made each year from Profit and Loss Account of an amount equal 
to the average charge so computed. The actual expenditure, as and when it is incurred, 
will be debited to this account, the balance of which will be carried forward in the 
Balance Sheet as a reserve. 

It may happen that this account will become temporarily in debit owing to excessive 
expenditure in any one period. If this excess is likely to be recouped during subsequent 
periods, it can be carried forward, but care should be taken to see that the average 
annual charge is sufficient for this purpose. If not recoupable, it must be written off 
at once, or spread over the remainder of the life of the asset by increasing propor¬ 
tionately the annual charge to revenue. 

Dilapidations arising under a lease afford an illustration of expenditure on repairs 
which accrues at some subsequent period, but for which it is nevertheless advisable 
to provide during the life of the asset. The most convenient method of doing this is 
to estimate the charge for dilapidations, and add the amount thereof to the cost of the 
lease, for the purpose of calculating the amount of depreciation which should be 
written off each year, thus spreading the cost of the dilapidations over the whole period. 

Ulustration 

A lease was acquired for 20 years, the tenant being liable for all repairs. A premium of 
£2,000 was paid, and it was estimated that repairs over the 20 years would amount to £1,000. 
The actual repairs in the first, second and third years were respectively £10, £30 and £25. 
Write up the Provision for Maintenance Account, bringing down the balance at the beginning 
of the fourth year. 
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PROVISION FOR MAINTENANCE ACCOUNT (continued) 


Repairs .. 

Balance c/d. 

£ 

1 ; 

1 1 


£ 

25 

! 3rd year 

Balance b/d. 

«0 

85 

( a. 

Prolit and Loss Account 

50 


£110 

1 

i 1 


£110 



4(hyear 

: 

Uulance b/d. 

85 


If the repairs estimate proves to be exact there wil! be no balance at the end of the 20 years, 
but usually there would be some balance to be transferred to Profit and Loss Account. 
Depreciation would be provided for as usual. 

§ 10. The Operation of Sinking Funds for the Repayment of Loans 

A sinking fund for the redemption of a loan is created in a manner similar to the 
depreciation fund for the replacement of an asset described in § 8 {d), except that the 
annual provision is an appropriation of, and not a charge against profits. An equal 
amount is debited to the Profit and Loss Account each year, and credited to Sinking 
Fund Account, and an equivalent sum is invested outside the business in securities, 
and allowed to accumulate at compound interest, so as to produce the amount 
required to repay the loan at its due date. 

Ultimately, the investments of the fund will be realised and the loan repaid, after 
which the credit balance remaining on the Sinking Fund Account should be transferred 
to Reserve Account, since the particular purpose for which the profits were appro¬ 
priated has ceased to exist, and whereas the profits were formerly represented by 
specific investments, they are now represented by general assets of the business which 
have been acquired out of profits. This emphasises the fact that the amount set aside 
to a sinking fund for the repayment of a liability is an appropriation of profit, whereas 
the amount set aside to a depreciation fund for the purpose of replacing an asset is a 
charge against profits (except, of course, to the extent that it may exceed the original 
capital outlay on the asset being depreciated). In the case of a sinking fund for the 
repayment of a loan, the net assets are increased by the amount of the fund; a 
depreciation fund merely maintains the net assets at their original book value. 

The amounts allocated to a sinking fund are debited to Profit and Loss Account so 
that moneys may be accumulated and set aside out of profits to repay the liability, 
without having to provide additional capital moneys from external sources for that 
purpose. It would, of course, be possible to accumulate funds outside the business for 
the repayment of a liability simply by making annual investments of cash without 
debiting the Profit and Loss Account at all, but if this were done the balance of the 
Profit and Loss Account alone would exceed the amount of profits which are available 
for distribution, because the liquid resources of the business would have been reduced 
by the amounts invested. The balances on the Profit and Loss Account and the 
Sinking Fund Account are, however, both in the nature of reserves which form part 
of the proprietors* interest in the net assets of the undertaking. 

The calculation of the annual amount to be invested is made in the same way as for 
a depreciation fund, already explained in § 8 {d) above. 




64 


BOOK-KEEPING AND ACCOUNTS 

[Chap. Ill 

lUustratioii (1) 

On the 1st January, 19.a loan to the extent of £500 was raised, repayable at par at the 
end of five years, and it was resolved that a sinking fund should be formed to provide for 

its redemption. 

Show the ledger accounts for the five years, assuming that the interest received on the 
investments representing the sinking fund was at the rate of 5 per cent, on the cost, that 
Income Tax was ignored, and that the interest was received yearly, and immediately invested. 

Note. '180975 of £1 invested at the end of each year, at 5 per cent, compound interest will produce £1 at 
the end of live years. 



SINKING FUND ACCOUNT 


1st year 
Dec. 31 

Balance c/d. 

£ s. d. 1st year 

90 9 9 ; Dec. 31 

I'roht & Loss Account 

£ 1. d. 

90 9 9 

2nd year 
Dec. 31 

Balance c/d. 

2nd year 
185 10 0 Jan. 1 
Dec. 31 ' 

Balance b/d. 

ProOt & Lots Account 

Ouh (Interest) 

90 9 9 
90 9 9 
4 10 6 



£185 10 0 i 


£185 10 0 

3rd year' 
Dec. 31 

Balance c/d. 

j 

3rd year, 

285 5 3 Jan. 1 
Dec. 31 

1 

1 

Balance b/d. 

Profit & Loss Account 

Cash (Interest) 

185 10 0 
90 9 9 
9 5 6 



£285 5 3 

j 

£285 5 3 

1 

4th year' 
Doc. 31 

Balance c/d. 

1 4th year' 
.390 0 3 ' Jan. 1 
Dec. 31 

, 1 

Balance b/d. .. ; 

Profit & 1 OSS Account .. j 

Cash (Interest) .. .. j 

1 

285 5 3 
90 9 9 



14 5 3 



£390 0 3, 


£390 0 3 

Sthyeor 
Dec. 31 

; \ Sthyear 

Transfer to Reserve Account .. > 500 0 0 . Jan. 1 

Dec. 31 

, 1 

Balance b/d. .. .. i 

Profit & Loss Account 

Cash (Interest) .. . 

1 390 0 3 

90 9 9 

1 19 10 0 



£500 0 0 


£500 0 0 



SINKING FUND INVESTMENT ACCOUNT 


1st year ' 
Dec. 31 

Cash 

' i 

£ 8. d. 1st year i 

.. ! 90 9 9 1 Dec. 31 

Balance c/d. 

£ s d. 
90 9 9 

2nd year 
Jan. I 
Dec. 31 . 

Balance b/d. 
Cash 

' ' i 

' '1 

i 1 2nd year 

. . 90 9 9 1 Dec. 31 

.. i 95 0 3 i 

Balance c/d. .. .. 

185 10 0 

i 



i~ ”£I85 10 0 i 


£185 10 0 

3rd year 
Jan. 1 
Dec. 31 

Balance b/d. 

1 Cash 

1 3rd year 

.. 185 10 0 Dec. 31 , 

... 99 15 3 |l 1 

li 

Balance c/d. .. .. 

285 5 3 



; £285 53 : i 


£285 5 3 

4th year 
Jan. 1 
Dec. 31 

Balance b/d. 
Cash 

I'i 4lh year' 
285 5 3 ijDec. 31 
104 15 0 1 

Balance c/d. 

390 0 3 



£390 0 3 i 


£390 0 3 

5th year 
Jan. 1 

Balance b/d. 

'1 1 

1 ’ 1 

t 5th year 1 
390 0 3 j Dec. 31 i 

j 

Cash .. 

j 

390 0 3 



“Tj' j. 

i 
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LOAN ACCOUNT 


5th year 

Dec. 31 I Cash 

I 


£' ■ ■ 1st year 
SOO Jan. 1 Cash 


t 

SOO 


Note to Illustration 

At the end of the fifth year, no cash will be taken out of the business and invested, for the obvious reason 
that the loan is repayable on that date. Thus the difference between the total of the sinking fund, £300, and 
the total amount of the investments. £390 Os. 3d., /.e., £109 19s. 9d., is made up as follotvs: 

Final instalment of Sinking Fund uninvested .. .. .. £90 9 9 

Interest uninvested ,. .. .. 19 10 0 


£109 19 9 


The calculation of the amount of the instalment will be made as follows: 

If an annual investment of £-180975 at 5 per cent compound interest wfil produce £1 at the end of five 
years, the amount of the annual investment required to produce £500 in the same period will be £-180975 x 
500 = £90 9s 9d. 

Any profit or loss on the sale of the investments must be credited or debited, as the 
case may be, to the Sinking Fund Account, as it increases or decreases the amount of 
the assets by which the fund is represented. 

niustration (2) 

Assume that the facts are the same as in the previous example, but that the Investments were 
realised at a loss of £15 4s. 3d. 

The Accounts for the last year would appear as follows: 

SINKING FUND ACCOUNT 


3th year; 
Dec. 31 ; 


Stbyear 
Jan. 1 


Sinking Fund Invciitraent Ac¬ 
count - loss on realisation .. 
Reserve Account 


Balance b/d. 


£ 

$. 

d. 

3th year 


£ 

B. 

d. 




Jan. 1 

1 Balance b/d. .. 

i 390 

0 

3 

15 

4 

3 !' 

Dec. 31 

! Prolit a Loss Account 

90 

9 

9 

SOO 

0 

0 !, 


Cash (Interest) .. 

19 

10 

0 





Prolit & Loss Account - appro¬ 








priation to meet loss on lealit- 






_li 


ation of investments.. 

IS 

4 

3 

£315 

~A 




£513 


1 

. L. _J 

FUND INVESTME 

NT ACCOUNT 




£ 

s. 

d- J 

5th year 

. . ^ 

1 

£ 

t. 

d. 

390 

0 

3 1 

Dec. 31 

Cash .. .. .. 1 

374 

16 

0 



_J 


Sinking Fund Account - loss .. 1 

IS 

4 

3 

£390 

0 

3 



£390 

0 

~3 


Note. Since the investments realised £15 4s. 3d., less than their cost price, this amount must be provided out 
of general assets. In order, therefore, to maintain working capital, an equivalent amount must be appropriated 
from Profit and Loss Account. . „ * „ ^. 

Had a profit been realised, this could be taken either to Reserve A^unt or to Profit and Loss Account, 
as the excess cash thus made available goes to swell the working capital. 


§11. Secret Reserves 

The tenn ‘secret reserves’ is used to denote reserves which actually eidst but are not 
disclosed on the face of the Balance Sheet. 

Secret reserves may arise in two ways, viz., by the deliberate action of creating 
them, or by unrecorded appreciation in the value of assets. It would normally be 

c 
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unusual to write up assets in respect of an unrealised appredation in value, hence the 
appreciation is not as a rule shown on the face of the Balance Sheet 
Secret reserves may be created deliberately by: 

(1) Writing down assets below their actual value by excessive provision for depre¬ 
ciation. 

(2) Writing off assets altogether, although they are still of value. 

(3) Creating excessive provisions for bad debts. 

(4) Charging to revenue expenditure which is properly of a capital nature. 

(5) Omitting goodwill from the accounts. 

(6) Overstating liabilities in the Balance Sheet. 

(7) Treating reserves for contingencies as provisions for specific liabilities. 

(8) Grouping free reserves with liabilities, so as to inflate the latter on the Balance 
Sheet. 

(9) Crediting exceptional or non-recurring profits direct to a contingencies reserve, 
and including such reserves in the liabilities on the Balance Sheet. 

The following objections may be made against the practice of creating and main¬ 
taining secret reserves: 

(1) The resulting Balance Sheet will not disclose the true state of affairs, as the assets 
will be under-stated and/or the liabilities over-stated. 

(2) The Profit and Loss Account, where affected, will not show the correct profit, and 
consequently the dividend declared may be less than would otherwise have been 
possible. 

(3) The practice could lend itself to the mam’pulation of profits, and to improper 
dealings in the shares of a company by persons who were aware of the existence of 
the secret reserves. 

(4) If the fact that secret reserves have been drawn upon to maintain dividends is not 
disclosed in the published accounts, the fact that the revenue for the period for 
which the dividend was paid was insufficient for the purpose will not be known to 
the members. The true trading results of a period may thus be obscured. 

(5) Assets, once depreciated, cannot be written up without attracting attention, 
whereas reserves for contingencies, being merged with creditors, can be manipulated 
with little risk of discovery. Hence overstatement of liabilities is open to more 
obj^tion than undervaluation of assets. 

On the other hand, the practice of creating secret reserves is undoubtedly advan¬ 
tageous in many instances, particularly in the case of banks, since it enables the 
dividends to be maintained without violent fluctuation, and prevents the credit of the 
bank being injured by the disclosure of exceptional losses, which though alarming to 
the uninitiated, do not in fact shake the stability of the concern. 

The Companies Act, 1948, virtually prohibits the deliberate creation of secret 
reserves by companies, except in the case of banks and insurance companies, since it 
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requires all reserves and provisions to be disclosed under suitable headings in the 
Balance Sheet. Where excessive provision is made for diminution in value of assets 
or for liabilities, the excess must be classified as a reserve. 

§ 12. Suspense Accounts 

A Suspense Account has already been referred to in connection with outstanding 
liabilities. As stated in that section, however, it is not usual to open a Suspense 
Account for dealing with such adjustments, but there may be occasions where such 
an account is necessary. 

The principal use of a Suspense Account is to provide an account to which one 
aspect of the transaction can be posted temporarily until its correct destination is 
ascertained. Thus, if a trader received a bank note in settlement of an account without 
a covering letter, he should post the amount from the debit side of the cash book to 
the credit of a Suspense Account, where it should remain until he discovers the name 
of the person from whom the amount was received, when it will be transferred from 
the Suspense Account to the credit of the personal account of the sender. 

Suspense Accounts are frequently raised in respect of advertising and other expenses 
of a deferred revenue nature, where part of the benefit of the current expenditure will 
not be received until a subsequent period. In such cases it is permissible to carry 
forward the unexpired portion of the expenditure, in the same way as a payment 
in advance, and write it olf against the revenue of the subsequent periods wliich 
benefit from the expenditure. 

The use of Suspense Accounts should be avoided as much as possible, and care 
should be taken to see that any such accounts open at the date of the Balance Sheet 
are correctly shown therein, and that they are closed as soon as possible. 

Where errors are revealed by the non-agreement of the Trial Balance, a Suspense 
Account is sometimes raised to balance the Trial Balance pending the discovery of the 
errors. In such a case, the rectification must be effected through this account in order 
that the original entry may be eliminated. 

niiistration 

Upon drawing up a Trial Balance a book-keeper finds that the credit total exceeds the 
debit total by £111 Os. 6d. and this amount is posted to a Suspense Account. 

Subsequently, the following errors are discovered and you are required to show the 
Journal entries to effect the necessary corrections; also to give the Suspense Account shewing 
the adjustments made. 

(a) Sale of Goods valued at £80 to J. Smith posted to W. Smith’s account 

(b) Purchase valued at £20 from W. Adam posted to debit of his account. 

(c) Sales Returns Book undercast by £100. 

(d) Petty Cash Balance of £10 omitted from Trial Balance. 

(e) Cost of Repairing Plant £45 6s. Od. charged to Plant Account as £4 5s. 6d. 
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£ 

S. 

d. 

£ 

s. 

d. 

(a) J, Smitli 

Dr. 

80 

0 

0 




To W, Smith 





80 

0 

0 

Being correction ol posting made to wrong account. 








\b) Suspense Account 

Dr. 

40 

0 

0 




To W. Adam 





20 

0 

0 

Do. 





20 

0 

0 

Being correction of item of £20 incorrectly debited to W. Adam and posting of correct credit of £20. 







to) Sales Returns Account 

Dr. 

100 

0 

0 




To Suspense Account 





100 

0 

0 

Being adjustment of error in ca.st of Sales Returns Book 








{d) “Petty C ash 

Dr. 

10 

0 

0 




'1 o Su.spcnse Account 





10 

0 

0 

Being adjustment of amission of £10 balance 








(e) Plant Repairs Account 

Dr. 

4S 

6 

0 




To Plant Account 





4 

5 

6 

., Suspense Account 

Transferring cost of repairing plant erroneously charged to Plant Account as £4 S.s. 6d. 





41 

0 

6 


•This item will not be posted to the Petty Cash Account as the entry is necessary only to correct the omission from the Trial Balance. 


SUSPENSE ACCOUNT 



£ 


d. 


£ 

s. 

d. 

niflerence in Books 

111 

0 

6 

Sales Returns Account 

100 

0 

0 

W. Adam 

40 

0 

0 

Petty Cash 

10 

0 

0 




i 

Plant Repairs Account 

41 

0 

6 


£151 

u 

6 


£151 

0 

6 


Notes to Illustration 

(a) This error does not afTect the agreement of the Trial Balance, the correct amount having been posted to 
the correct side of the ledger, although to the wrong account. 

(b) In this case £20 has been posted to the wrong side of the ledger, thereby causing a difference in the Trial 
Balance of £40. The incorrect debit must be cancelled by a credit, and the correct credit made. 

(c) The undercast in the Sales Returns Book causes the debit in the Sales Returns Account, and consequently 
the debit side of the Trial Balance, to be £100 short. 

id) The omission of the petty cash book balance from the Trial Balance causes thb debit side to be £10 short. 

(e) This involves an error of principle (/.e., the posting of a revenue expense to a real account) as well as an 
error of commission. The incorrect ^bit to Plant Account must be cancelled by a credit to that account, 
the correct debit must be made to Repairs Account, and the resulting difference credited to Suspense 
Account. 


A Suspense Account raised in respect of a difference in the Trial Balance must be 
closed before preparing the final accounts, by the adjustment of the differences as 
and when discovered. 

If it proves impossible in the circumstances to discover the whole of the difference, 
and it is reasonably certain that this does not conceal any serious error, it may be 
necessary to write the balance off as a loss (if a debit) or to cany it forward as a 
reserve (if a credit). This should be a last resort, however. 



CHAPTER IV 


MANUFACTURING ACCOUNTS; RECEIPTS AND PAYMENTS 
ACCOUNTS AND INCOME AND EXPENDITURE ACCOUNTS; 

THE PREPARATION OF FINAL ACCOUNTS FROM 
INCOMPLETE RECORDS 

§ 1. Manufacturing Accounts 

In a business whose operations include the manufacture, as well as the sale of com¬ 
modities, it is usual for the Trading Account to be divided into two parts, viz., (1) the 
Manufacturing (or Production) Account, which contains details of the cost of the 
goods produced, and (2) the Trading Account, which shows the gross profit realised 
on the goods sold. 

The Manufacturing Account is designed to show not only the total cost of the goods 
manufactured, but the cost of each of the constituent elements which go to build up 
the total cost. The account is accordingly debited witli the cost of the materials con¬ 
sumed, productive wages, and all other expenses attributable to the manufacturing 
operations, classified under appropriate headings. 

It is desirable to present the items in such a way that reconciliation with the Cost 
Accounts is facilitated. Accordingly, the account should show the Prime Cost, i.e., the 
total cost of the materials, productive wages and other expenses, which are capable 
of direct identification with production, and the Works or Factory Cost, which com¬ 
prises the prime cost plus the various works indirect expenses, i.e., expenses incurred 
in connection with production generally, but which cannot be associated directly with 
particular units of production. All expenses which contribute directly or indirectly to 
the cost of the goods, up to the point at which they are brought into a saleable con¬ 
dition, but excluding expenses of distributing or selling the goods, or of general 
administration, are debited to this account. After eliminating the value of any work 
in progress or unfinished goods on hand at the end of the period, the balance of the 
account represents the cost of the finished goods actually produced during the period, 
and is carried down to the debit of the Trading Account. The latter account is also 
debited with the opening stock of finished goods, and credited with the sales and with 
the closing stock of finished goods (the latter being preferably deducted from the 
sum of the opening stock and finished goods transferred from Manufacturing 
Account) in order to disclose the cost of, and the gross profit on the goods sold, the 
amount of which is transferred to the credit of Profit and Loss Account. 

In some cases, instead of transferring finished goods produced from Manufacturing 
Account to Trading Account at cost price, they are transferred at a price approxi¬ 
mating to the current market price. Where this is done, there will be a balance on the 
Manufacturing Account representing the profit or loss arising from manufacturing 
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the goods instead of purchasing them ready made. This profit or loss must be trans¬ 
ferred to Profit and Loss Appropriation Account. 

The items in the Profit and Loss Account should be marshalled in logical s^uence 
and grouped under appropriate subheadings to show the total amount of the ex¬ 
penditure under each classification. Suitable groupings in a normal case are Adminis¬ 
tration, Selling, Distribution, Finance and (possibly) Miscellaneous, but any of these 
may be subdivided and additional classifications employed to meet the requirements 
of the particular business. The grouping of items in this way and the disclosure of 
group totals facilitates comparisons and may be of the greatest assistance to manage¬ 
ment. 

The items in the Balance Sheet should also be grouped to show clearly, on the 
liabilities side, the total amounts of; 

(i) the proprietor’s capital; 

(ii) reserves and other undistributed profits (these being added to the capital to dis¬ 
close in one sum the amount of the proprietor’s interest in the assets); 

(iii) loans and other long-term liabilities; and 

(iv) current liabilities; 

and on the assets side the total amounts of: 

(i) the fixed assets; and 

(ii) the current assets. 

Other classifications may be used, having regard to the nature of the business. 
niiBtration 

Prepare Manufacturing, Trading and Profit and Loss Account for the year ended 31st 
December, and Balance Sheet as at that date, of J. Smith, Manufacturer, from the following 
Trial Balance and information; 


TRIAL BALANCE, 

31st December 

£ 

£ 

Advertising 


830 


Bad Debts 


605 


„ „ Provision 



1,000 

Bank Charges 


120 


J. Smith, Capital Account, 1st January 



35,000 

J. Smith, Current Account, 1st January 



1,623 

J. Smith, Drawings 


’ 8,000 


Discount .. 



412 

Factory Power 


3,614 


Furniture .. 


900 


General Expenses - Factory .. 


205 


Office 


346 


Insurance .. 


902 


Light and Heat 


482 


Plant and Machinery, 1st January 


15,000 


„ „ .. bought 30th June 


2,000 


Carried forward: 

£33,004 

£38,035 
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TRIAL BALANCE, 31st December {continued) 

Brought forward: £33,004 £38,035 


Purchases .. 33,668 

Packing and Transport 1,085 

Rent and Rates 1,486 

Repairs to Plant 785 

Salaries - Office 3,690 

Sales .. 79,174 

Stocks, etc., 1st January - 

Raw Materials 5,230 

Finished Goods .. .. 7,380 

Work in Progress (at prime cost) 1,670 

Wages - Factory 20,700 

Trading Debtors and Creditors .. 10,560 6,150 

Cash at Bank 3,926 

Cash in Hand 175 


£123,359 £123,359 


Stocks, etc., at 31st December, were: £ 

Raw Materials 3,560 

Work in Progress (at prime cost) 1,740 

Finished Goods .. .. 9,650 

Packing Materials 125 


The following liabilities are to be provided for: 

Factory Power 562 

Rent and Rates . • 386 

Light and Heat 160 

General Expenses - Factory 25 

Office 40 


Insurance paid in advance is £170. 

Five-sixths of Rent and Rates, Light and Heat, and Insurance are to be allocated to the 
Factory and one-sixth to the Office. 

Provide Depreciation at 10% per annum on Plant and Machinery and 5 % per annum on 
Furniture. 

Increase the Bad Debts Provision by £500. 

The following Journal entries indicate how the adjustments required to be made in the 
above illustration may be incorporated in the accounts before preparing the final accounts. 













BOOK-KEEPING AND ACCOUNTS 
JOURNAL 


[Chap. IV 


Dec. 31 ' Stock Accounts 

To Manui'ecturing Account: 

Raw Materials .. 

Work in Progress 
„ Trading Account: 

Finished Goods 

i „ Profit and l.oss Account; 

Packing Materials 

! Stocks and Work in Progress at 31st December. 


£ I £ 

Dr. 15,075! 


I 9,650 
I 125 
£15,075 £15,075 


' Prepayments .. 

To Insurance 


Dr. 1 

170 

170 

Insurance paid in advance at 31sl December. 





i Manufacturing Account 

1 To Provision for Depreciation : 

1 Plant and Machinery 

10% on £15,000 for 1 year £1,500 
; 10% on £2,000 for 1 year 100 


Dr. 

1 

1 

1,600 

1,600 

1 

1 Profit and Loss Account 

To Provision for Depreciation: 

1 Furniture, 5 % on £900 


Dr, 

1 

45 

1 

i 

45 

1 Provision for depreciation for year. 


1 

1 



1 Profit and Loss Account 

To Bad Debts Provision 

. 

Dr, 

1 

500 

500 


Increase in provision Tor doubirul debts. 


MANUFACTURING, TRADING and PROFIT and LOSS ACCOUNT 
FOR THE Year ended 31st December, 19.. 


Materials Consumed: 
Stock, 1st January 
Purchases 


Lea Stock, 31st December.. 
Productivf Wacies .. 

Add Work in Progress, Ist January 


Transfer to Trading Account; 
Cost of Goods produced 


56,038 
1,670 I 

57,708 ■ 


Deduct: Work in Progress, 31st December .. 

1,740 j 

Prime Cosr of Goods Produced 


55,968 j 

WORX.S Indirect F.xfenses; 


1 

1 

Factory Power 

4.176 

1 

„ Rent and Rates 

1,560 

i 

„ Insurance 

610 


„ Light and Heat 

535 


General Expenses 

230 


Plant Repairs 

785 

1 

„ Depreciation 

1,600 

! 


9,496 

Works Cost of Goods Produced 

* 

£65,464 

Cosr of Finished Goods Sold; 



Stock Ist January 

7.380 

1 

Cost of Finished Goods produced .. 

65,464 

72,844 

i 

Less: Stock, 31st December 

9,650 

1 

63,194 

Oiton Profit on Sales; 


Transferred to Prr^t and Loss Account 

■■ 

15,980 

£79,174 


Sales oi Finisked Goods 


£65,464 

79,174 


£79,174 
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MANUFACTURING, TRADING and PROFIT and LOSS ACCOUNT (continued) 

FOR THE Year ended 31st December, 19.. 


Administration: 

£ 

£ 


Salaries .. 

3 690 


Gross Profit for Year b/d 

Rent and Rales .. 

312 


Light and Heat 

107 


Discounts received 

Insurance 

122 


General Expenses 

386 



Depreciation of Furniture .. 

45 

4,662 


Sat UNO AND Dhtridution: 



Advertising 

830 



Packing and Transport 

960 




— 

1.790 


Finance: 




Bank Charges 

120 



Bad Debts 

605 



Provision for Doubtful Debts 

500 




— 

1,225 


Net Profit for Year 


7,677 


Transferred to Current Account 


8,715 



£16.392 


I 

IS,9MI 

412 


£16.392 


Note: 

In the above illustration, as the Work-in-Progress has been valued at prime cost, the adjustment for the 
values of opening and closing work-in-progress has been made before arriving at the prime cost of the goods 
produced. Where the valuation of work-in-progress includes an amount in respect of works indirect expenses, 
the adjustment for this part of the valuation should be made in the charge for such expenses in the Manu¬ 
facturing Account 


J. SMITH 

Balance Sheet as at 3Ist December 


J. Smith: 

Capital Account: 

Current Account: 

Balance, 1st Jan. 

Net Proht for year 


£ 

35,000 

Fixed A-ssn-s: 

Plant and Machinery at 1st January .. 
Additions at cost .. 

1 

£15,000 : 
2,aK) \ 

£ 

£1.623 

8,715 


Less Provision for Depreciation 

17,000 j 

; 1,600 I 

15,400 

855 

Lrsi Drawings 

10,338 

8,000 

2,338 

Furniture, at 1st January 

Lets Provision for Depreciation 

£900 : 

45 ' 




, L 






16,255 

Current LiABamfc.',: 

Trade Creditors 

Expenses 

£6,150 

1,173 

37,338 

7.323 

CURRENI As-sets; 

Stocks: 

Raw Materials 

Work in Progress 

Finished Goods 

1 

£3,560 
1.740 ' 
s 9,650 1 
i 125 



Packing Materials 





Book Debts .. £10,560 

Less Provision for Doubtful 

Debts 1,500 

Prepayments 

Balance at Bank .. 

Cash in Hand 

15,075 i 

j 

9.060 { 
170 1 
3.926 ! 
175 j 

28,406 





1 



£44,661 


r 

1 

1 . 

£44,661 





J 



C2 
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The following is an alternative form of presentation of the Manufacturing, Trading and 
Profit and Loss Account, which is sometimes preferred. 

MANUFACTURING, TRADING AND PROFIT AND LOSS ACCOUNT 


FOR THE Year ended 31st December, 19.. 


■ - —- 

— 

- - 

— 

“ ' - 

.— 





£ 

£ 

Sales 

, , 

, , 

.. 


79,174 

PfdiKt; Cost of Sales: 




' 

Cos) of Materials consumed .. 

, , 


.. .. .. 1 

35.338 1 

Productive Wanes 




20,700 ; 

1 





56,038 1 

AM: Work in Progress, 1st January .. 


•• 


1,670 i 





57.708 : 

Deduct: Work in Progress, 3Ist December 


- 

.. 

1.740 j 

Pkiml C'osi of U(k>i>s Produced 




55.968 j 

Add- Works Indirect Expenses: 



t 


Factory Power .... 



4.176 


,. Rent and Rates 



1,560 

i 

„ Insurance .. 



610 

1 

, Light and Heat 



535 


General F.xpcnses 



2.30 , 


Plant Repairs 



785 ! 

1 

Plant Depreciation .. 



1,600 : 

1 





9,496 1 

Works Cost of Goods Produced .. 




65.464 ! 

Add: Stock of Finished Goods, 1st January 



.. 

7,380 





r 

72,844 


Deduct: Slock of Finished Goods, 31 at December .. 

^ , 


i 

9,650 





- 


63,194 

Gross Proht on Sales 



1 


15.980 

Add: Discounts received 



.. 


412 






16,392 

Deduct: 



1 

' 

Administration: 



£ 


Salaries 



3 690 


Rent and Rates 



312 

1 

Light and Heat 



107 


Insurance .. 



122 



General Expenses 



386 , 



Depreciation of Furniture 



45 






-■ 

4,662 


Selling and Disiribution; 




, 

Advertising 

. , 


830 

1 

Packing and Transport 



..960 

1 




— 

J.790 ' 

Finance: 





Bank Charges 


, , 

120 1 

i 

Bad Debts 



605 : 

' 

Provision for Doubtful Debts 



500 

1 





1,225 ' 






7,677 

Net Profit poh Year 

•• 

•- 

" t 


£8,715 




1 

1 


In cases where the goods produced are chargol out from the factory to the selling 
department at a price in excess of manufacturing cost, it may be necessary, at the end 
of each accounting period, in order to arrive at the true profit, to provide in the 
accounts for the unrealised profit included in the valuation of the stock of finished 
goods carried forward. For example, if in the above illustration goods produced were 
charged from factory to selling department at a price which includes a profit of, say, 
10 per cent on the invoice price, it would be necessary, on 31st December, to create a 
provision for the unrealised profit of 10 per cent on £9,650 = £965, by debiting Profit 
and Loss Account and crediting Provision for Unrealised Profit Account, the balance 
on the latter account being deducted from the stock figure for balance sheet purposes. 
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If a provision for unrealised profit had been brought forward from the previous 
period, it would only be necessary, at the end of the current period, to make such a 
transfer from Profit and Loss Account as would be required to adjust the existing 
provision by reference to the amount of the closing stock; for example, if in the above 
illustration a provision of 10 per cent on £7,380 = £738 had been created at the end of 
the previous period, it would now only be necessary to increase the provision to £965 
by debiting Profit and Loss Account and crediting the provision account with £227. 

Accounting Ratios 

As has already been shown, the utility of Revenue Accounts and Balance Sheets is 
greatly enhanced by the collection of items of a like nature into appropriate groups, 
and the presentation of the accounts in a form in which these groups are clearly 
defined and suitably marshalled. Such accounts will enable various ratios to be cal¬ 
culated from which inferences may be drawn having an important bearing on the 
efficiency of management, not only in regard to the internal economy of the concern 
itself, but also by comparison with the achievements of other undertakings within the 
same industry. 

The following are some of the more important Accounting Ratios. 

Ifa/io to Sales of Cost of Sales and of Gross Profit 

A comparison of these ratios from year to year may be a useful guide in determining 
price policy. It may also throw light on possible irregularities, e.g. a material over¬ 
valuation of closing stock may reduce the apparent cost of sales and increase the ratio 
of gross profit. 

Ratio of Management and Administration Expenses to Sales 

This shows the proportion of sales revenue absorbed by these overheads and by com¬ 
parison of the ratios from year to year may be of assistance in formulating price and 
administration policy. 

Ratio of Net Profit to Sales 

This shows the final proportion of revenue accruing to the proprietors. 

Ratio of Cost of Sales to A verage Stock {Stock turnover) 

This shows how many times the average stock is turned over during the accounting 
period, information which may be of great value in assessing buying efficiency. If, 
for example, the cost of sales is found to be approximately four times the cost of 
the stock normally carried, whereas experience of the particular trade shows that 
stock should be turned over more often than four times in a year, this would suggest 
that an uimecessarily large amount of capital is being locked up in stock. 

Ratio of Sales to Debtors 

This may throw light on the efficiency or otherwise of the credit control and debt 
collecting organisation of the concern, and might indicate whether an undue propor¬ 
tion of the book debts are overdue or possibly doubtful. 

Ratio of Current Assets to Current Liabilities 

This ratio may indicate whether the concern is normally able to meet its current 
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liabilities as they fall due out of current assets, and over a period of years may show 
whether the business is growing or declining in financial strength. 

Ratio of Current Assets to Fixed Assets 

This may be useful in comparing the pattern of the distribution of the concern’s 
resources with other businesses in the same industry, and may give some indication as 
to whether the fixed assets are being utilized to their fullest capacity. 

Ratio of Net worth {viz. Capital plus retained profits) to Fixed Assets 

This ratio has come to be regarded as a test of the soundness of the capital structure of 

a concern, as it is associated with the view that the proprietors should provide the 

fixed capital and also some part of the working capital if financial security is to be 

maintained. 

Ratio of Net Worth to Total Liabilities 

This gives an indication of the interest in the concern of the proprietors, as compared 
with those of the creditors. The higher the net worth in relation to total liabilities the 
stronger the financial position will be. 

Ratio of Net Income to Capital employed 

This ratio gives an indication of the efficiency with which the business is being 
managed, and enables effective comparisons to be made between the earning power of 
the business and that of other businesses in the same industry, and between different 
periods. 

§ 2. Receipts and Payments Account and Income and Expenditure Account 

A Receipts and Payments Account is a summary of cash transactions for 
a given period. It commences with the opening balance of cash in hand or at the 
bank, and is debited with all sums actually received, and credited with all cash paid 
away during the period to which the account relates, whether or not they have 
accrued during that period, and whether they are of a capital or revenue nature. The 
final balance is the balance of cash in hand, or the credit or debit balance at the bank, 
as the case may be, at the end of the period. 

An Income and Expenditure Account is, in effect, the Profit and Loss 
Account of a non-trading concern. It contains only items of a revenue nature, being 
debited with all expenditure, and credited with all income which relates to a particular 
period, whether or not it has actually been paid or received within that period. The 
final balance of an Income and Expenditure Account represents the excess of income 
over expenditure, or the excess of expenditure over income, as the case may be, for the 
period in question. This balance is analogous to the net profit or loss of atrading concern. 

Receipts and Payments Accounts and Income and Expenditure Accounts are used 
commonly by such non-trading concerns as social clubs, societies, etc., for the pur¬ 
pose of presenting their financial position to their members. The Profit and Loss 
Account of a non-trading business, such as that of a professional firm, or of a property 
or investment company, is also often called an Income and Expenditure Account. 

It cannot be too strongly emphasised that a Receipts and Payments Account is not 
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a proper substitute for an Income and Expenditure Account, since it deals only with 
cash transactions, and is not confined to those actually relating to the period covered 
by the account, or to transactions of a revenue nature, which alone must be con¬ 
sidered in ascertaining the surplus or deficit of income for the period. A Receipts and 
Payments Account takes no account of income accrued but outstanding at the end 
of the period, or of expenditure or liabilities due but unpaid. The final balance 
represents the balance of cash in hand or at the bank, or the amount of the bank 
overdraft, and nothing more. It will be appreciated that where, for example, fixed 
assets have been sold and the proceeds received, or revenue has been collected, but a 
considerable amount of expenses or other liabilities remains unpaid, there may be a 
substantial cash balance when, in fact, income for the period has been overspent. 

In order to prepare an Income and Expenditure Account from a Receipts and 
Payments Account, it is merely necessary to post all items of a revenue nature appear¬ 
ing in the Receipts and Payments Account to the opposite sides of the Income and 
Expenditure Account, after making such adjustments as may be necessary to give 
effect to accruals and prepayments at the beginning and end of the period respectively. 
Thus, such items as subscriptions, entrance fees, income from investments, etc,, which 
have been received in cash and debited to the Receipts and Payments Account, must 
be credited to the Income and Expenditure Account, whilst expenditure such as rent, 
wages, repairs, etc., appearing on the credit side of the Receipts and Payments 
Account must be debited to the Income and Expenditure Account. Items of a capital 
nature appearing in the Receipts and Payments Account will be posted to the debit 
or credit, as the case may be, of the relevant asset or liability accounts, and will not 
affect the Income and Expenditure Account. 

The Balance Sheet of a non-trading concern is prepared in the usual way, and 
contains particulars of all the assets and liabilities at the date as at which it is made 
up. The excess of the assets over the liabilities is analogous to the capital of a trader, 
but is usually called the Accumulated Fund, or General Fund, since it is normally 
made up of the excess of income over expenditure which has been accumulated within 
the concern. Separate accounts should be kept for funds raised for special purposes. 

A variation of an Income and Expenditure Account is a Receipts and Ex¬ 
penditure Account. This is a revenue account similar in form to an Income and 
Expenditure Account, in which, however, credit is taken only for income actually 
received. Accrued income which has not been received in cash is ignored, although 
all expenditure for the period, whether paid or outstanding, is debited. Such an 
account is frequently prepared by professional businesses, such as those of solicitors, 
where it is desired to take no credit for income until it is actually realised, but at the 
same time to provide for all expenditure, whether paid or not. The balance of the 
account represents the most prudent estimate of the profit for the period. 

Dlustration 

The Westminster Political Association prepared accounts for the year to December 31st. 
(1) They started the year with £470 in the bank and finished up with an overdraft of £615, 

which was secured by the deposit of investments. 
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(2) They received subscriptions amounting to £83S, of which £25 represented arrears, £760 
current subscriptions and £50 paid in advance. 

(3) They received £520 donations to the General Fund and £850 to the Election Fund, 
which had £15 in hand at Jan. 1st, and out of which £720 was paid for election expenses. 
There was no separate bank account. 

(4) They held Government securities at Jan. 1st, which cost £2,000. Half were sold for 
£1,2W and the balance was valued at £1,200 at Dec. 31st. These investments produced 
interest of £35 (gross) during the year. 

(5) Office premises were purchased during the year for £3,000 and a mortgage was arranged 
through a building society for £1,500. Legal expenses amounted to £105 and one instalment 
of £80 was paid to the society of which £45 was interest. Alterations and decorations of the 
premises cost £570, of which £150 was still owing. 

(6) Office furniture was valued at £150 at Jan. 1st. £170 was paid for additions during the 
year and £70 was still owing. Depreciation is estimated at 10 per cent, per annum. 

(7) The only other receipt was £75 for sale of literature, which cost £120. £60 worth was given 
away. 

(8) Other payments were: 

Agent’s salary and expenses .. £700 (£50 drawn in advance) 

Office salaries £350 

Rent and rates .. £170 (£50 owing at Jan. 1st) 

Meetings and propaganda £165 (£30 in respect of a meeting to be held in the 

new year.) 

Stationery, postage and sundries £ 150 

Prepare a Receipts and Payments Account and an Income and Expenditure Account for 

the year ended Dec. 31st, and a Balance Sheet as at that date. 
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BALANCE SHEET at 31sr December 


General Fund: 

Balance at Jan. lat .. 

Add: Profit on Sale of Investment 

£ 

. J,SS0 
250 

1 

£ 

Office Premises at cost (IncludinB legal ex¬ 
penses) 

Less Mortgage 

i 

. £ 1 

1 1 

3.6«; 
I,46S : 

£ 

2,210 

Less Excess of Expenditure over Income 
for year 

2.g30 

. 21’ 

2,611 ' 

Office Furniture: 

Balance at Jan. Isi .. 

Additions at cost 

ISO i 
' 240 ; 

Election Fund: 

Balance at Jan. 1st 

Donations 

00 

OLA 

Less Depreciation written off .. 

390 ! 
39 , 

351 




Less Election Expenses 

865 
, 720 

Ola OLA 

Investments at cost 
(Market Value, £1,200) 

Payments in Advance 

1 

2,561 

1,000 

Subscriptions in Advance 

Bank Overdraft 

Sundry Creditors 

! 

1 

■ 

80 



£3,641 


1 

£3,641 


Note. The balance on the General Fund at January 1st is calculated as follows: 

Bank (excluding Election Fund) £455 

Subscriptions in arrears .. .. 25 

Investments .. .. 2,000 

Office Furniture .. 150 


2.630 

Less Rent accrued at January 1st .. 50 


£2,580 


§ 3. The Preparation of Accounts from Incomplete Records 
For the purpose of this section the expression ‘incomplete records’ is intended to 
signify any accounting records which fall short of complete double entry. There are 
varying degrees of incompleteness, and the procedure to be adopted in order to 
prepare final accounts must depend upon the nature of the records and data available. 
In extreme cases it may be found that there are ho records whatever of the day to day 
transactions, owing either to neglect on the part of the trader to keep them, or to 
the destruction of the books and vouchers by a fire on the trader’s premises, or 
through some other cause. In such circumstances, accounts would have to be built 
up largely from estimates obtained by exhaustive enquiry and the careful sifting of 
whatever evidence can be found. In other instances books may have been kept by 
‘single entry*, or data may be available by means of which double entry can be 
effected in total and a Profit and Loss Account and Balance Sheet extracted when 
this has been done. 

Strict ‘Single Entry’ takes account only of the personal aspect of trans¬ 
actions, and leaves the impersonal aspect entirely unrecorded. It is rarely, if ever, met 
with in practice, as in almost every case it will be found that some cash records, 
even though incomplete, have been kept. In any event, there will usually be a bank 
account, and the pass book or statement supplied by the bank will provide details 
of the operation of that account. 

Assuming such to be the case, the following procedure should be followed in order 
to prepare a Profit and Loss Account and Balance Sheet. 
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(1) A Statement of Affairs at the commencement of the period under review should 
first be drawn up. In order to pr^are this statement, particulars must be obtained 
of the assets and liabilities of the business at that date. The balance at the bank 
can be ascertained from the bank statement. The values of any fixed assets can 
be obtained from such details as the trader is able to supply of their cost and the 
dates upon which they were acquired, provision for depreciation from the date of 
acquisition to the commencement of the current period being deducted. The trader 
must provide an estimate of the value of his stock in trade, and particulars of any 
book debts and liabilities. Accounts should be opened, to the debit of which the 
amounts of the estimated values of the assets should be posted. The total of the 
book debts should be debited to a Total Debtors Account, and the total of the 
liabilities credited to a Total Creditors Account. The excess of the aggregate of the 
assets over the liabilities may be taken to represent the amount of the trader’s 
capital at the commencement of the period, and should be credited to his Capital 
Account. 

(2) A careful analysis should now be made of the bank pass book or statement, and 
a Cash Summary (or Receipts and Payments Account) prepared. For this purpose, 
analysis sheets should be used, in which columns should be provided for each of the 
principal headings of receipts and payments. For example, the lodgments into the 
bank may be analysed under the headings of cash takings, income from investments, 
the sale of assets, new capital paid in and private income of the trader. Payments 
from bank should be analysed as between payments for goods purchased, rent, 
rates, insurances and other business expenses, cheques cashed for wages, petty 
cash and personal expenditure, and cheques drawn for the trader’s private purposes. 
It must be seen that the cross-casts of the analysis columns agree with the total 
columns. 

(3) Enquiry should be made as to the amounts of any cash takings which have not 
been paid into the bank, but have been used by the trader for the payment of 
business expenses, goods purchased for cash and personal expenses. An estimate 
should also be obtained of the value of any stock in trade which may have been 
withdrawn by the trader for his own personal use or for that of his family. 

(4) On completion of the above analysis, postings will be made as follows: 

(i) From the debit side of the Cash Summary: 

(a) Cash takings to the credit of Total Debtors Account. 

(b) Income from investments (if any) to the credit of Income from Investments 
Account. 

(c) Proceeds of sale of assets (if any) to the credit of the appropriate asset 
accounts. 

(d) Other items to the credit of the relevant accounts. 

If a profit or loss on the sale of assets is disclosed, this should be transferred either 

to Profit and Loss Account or to the proprietor’s Capital Account. 
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(ii) From the credit of the Cash Summary— 

(a) Payments for goods purchased to the debit of Total Creditors Account. 

(b) Payments of expenses to the debit of the relevant nominal accounts. 

(c) Cheques drawn for petty cash to the debit of Petty Cash Account. 

(d) The proprietor’s personal drawings to the debit of his Current Account. 

(e) The purchase of assets (if any) to the debit of the respective asset accounts. 
The amount of any cash takings used for business or private purposes should be 

journalised, the appropriate nominal accounts or the proprietor's Current Account 
(as the case may be) being debited and Total Debtors Account credited. The usual 
adjustments for outstandings and payments in advance may now be made. A schedule 
should be compiled from such memoranda as the trader has kept, of the book debts 
outstanding, the total of which should be credited and carried down in the Total 
Debtors Account. The balance of this account will now represent the total sales for 
the period and should be transferred to the credit of Trading Account, 

Similarly, a schedule should be made of liabilities outstanding to trade and other 
creditors, the amounts being checked with the creditors' statements, and the total 
thereof debited and carried down in the Total Creditors Account. The balance of 
this account will now represent the total purchases for the period, and should be 
transferred to the debit of Trading Account. 

The whole of the transactions will now be recorded in total in double entry form 
and it will be possible to extract a Trading and Profit and Loss Account and Balance 
Sheet in the usual way. 

The percentage of gross profit revealed by the Trading Account may afford some 
indication as to the accuracy or otherwise of the data and estimates used in compiling 
the accounts. If it is found that this percentage is substantially lower than the per¬ 
centage of gross profit normally earned in the particular trade, doubt would be thrown 
on the accuracy of the opening or closing stocks, purchases or sales, and further 
enquiry would be necessary. In particular, information should be elicited as to the 
style in which the trader lives. It will often be found that the amount of cash takings 
alleged to be withdrawn for private use is wholly incompatible with the size and 
character of the trader’s domestic establishment and mode of life, and a re-estimation 
of the amount of the personal drawings might be necessary. 

Illustration (1) 

A is the proprietor of a grocery and general stores. He has not previously engaged an 
accountant. He informs you that this year the Inspector of Taxes refuses to accept the 
account A has supplied of his trading results for the year ended 31st March, 1962. That 
account is as follows: £ £ 

Payments for goods ,. 9,495 Takings .. ,, .. 10,930 

Payments for expenses .. 1,130 

Profits ., .. 305 


£10,930 


£10,930 
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He instructs you to examine his records and prepare accounts. 

From your examination of the records and from interviews with your client, you ascertain 
the following information: 

(1) The takings are kept in a drawer under the counter; at the end of each day the cash is 
counted and recorded on a scrap of paper; at irregular intervals Mrs. A transcribes the 
figures into a notebook; a batch of the slips of paper was inadvertently destroyed before 
the figures had been written into the notebook, but Mr. and Mrs. A carefully estimated 
their takings for that period, and the estimated figure is included in the total of £10,930. 


(2) The following balances can be accepted: 


Cash in hand 
Balance at Bank .. 

Good debts 

Creditors for purchases of stock 
Stock in trade at cost 


31st March 


1961 

1962 

£ 

£ 

45 

87 

156 

219 

458 

491 

279 

243 

,950 

1,900 


(3) Debts totalling £356 were abandoned during the year as bad; the takings include £25 
recovered in respect of an old debt abandoned in a previous year. 

(4) A rents the shop and living accommodation on a weekly tenancy for £3 per week 
including rates; the rent is included in expenses £1,130. The living accommodation may 
be regarded as one-third of the whole. 

(5) The expenses total also includes: 

(i) £35 running expenses of A’s private car; 

(ii) £60 for exterior decoration of the whole premises, the landlord having refused to 
have this done; 

(iii) £160 for alterations to the premises to enlarge the storage accommodation. 

(6) A takes £10 per week from the business and hands it over to his wife, who pays all the 
household and personal expenses except those referred to below. 

(7) A pays for his own cigarettes and beer with cash taken from the drawer; this is estimated 
at £1 10s. per week. 

(8) A competed in a football pool for 30 weeks of the year, staking £1 each week, buying a 
postal order with cash taken from the drawer; his winnings totalled £59. 

(9) During the year A bought a secondhand car (not used for business) from a friend; the 
price agreed was £350, but as the friend owed A £67 for goods suppli^ from the business 
the matter was settled by a cheque for the difference. 

(10) An assurance policy on A’s life matured and realized £641. 

(11) A cashed a cheque for £100 for a friend; the cheque was dishonoured and the friend 
is repaying the £100 by instalments. He had paid £40 by 31st March, 1962. 

(12) Other private payments by cheque totalled £96 plus a further sum of £110 for income 
tax. 


(13) You are to provide forty guineas for accountancy fees. 
You are required to prepare: 

(a) A Balance Sheet of the business as at 31st March, 1961; 
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{b) A Profit and Loss Account for the year ended 3ist March, 1962; and 
(c) A Balance Sheet for the business as at 31st March, 1962. 


A. 

BALANCE SHEET as at 31st March, 1961 


A., Capital Account 
Creditors 


£ 

2,330 ' Stock 
279 , Debtors 

Balance at Bank 
Cash in Hand 


£ 

1.9S0 

4S8 

136 

43 


£2.609 


TRADING AND PROFIT AND LOSS ACCOUNT 

FOR THE Year ended 31st March, 1962 


£ 

Stock, 1/4/61 .. 1,930 Saks 

Purchases 9,459 

11,409 ' 

/.e» Stock 31/3/62 1,900 i 


Oross Prolit, carried down 


Rent and Rates (g of £3 per week) 
Sundry Expenses 

Cost of enlarging storage accommodation 
Repairs (} of £60) 

Bad Debts written off .. 

Accountancy Fees 
Net Profit for >ear 


9,509 

2,129 


£11.638 j 

^ 104 '■ 

719 ' 

' 160 i 

I 40 ' 


356 

42 

733 


Gross Profit, brought down 
Bad IX'bis recovered .. 


£2.154 ; 


£ 

11,638 


£11,638 

2,129 

23 


£2,134 


Note. The cost of enlarging storage accommodation could be capitalised, but it has been thought better 
to write it off. 

BALANCE SHEET as at 31st March, 1962 



! £ 

£ i 


£ 

A. Capital Account: 


j 

Stock, at cost 

1,900 

Balance at 1/4/61 

' 2,330 

I 

Sundry Debtors 

491 

Net Profit for year 

.. i 733 


Balance at Bank 

219 




Cash ir. Hand 

87 


3.063 




Lea Drawings 

; 631 

, 





2,412 . 



Liabilities: 

i 




Trade Creditors 

.. ! 243 

’ 



Accountancy Fees 

• ■■ ; 

285 < 





£2,697 ' 


£2,697 


_ L _ _i 

1 




Note. The worldng accounts would appear as follows: 

CASH SUMMARY 


Balances 1/4/61 (Casb £43; Bank £1563 
Bad debt recovered 
Pootball Pool winnings 
Inrarance Policy 

Reitaid by Friend _ . „ . 

-Baltmce — Cash Takings carried to Total Debtors 
Account 


£ 

201 

25 

59 

641 

40 

11,182 


£12,148 


Expenses 
Purchases 
Casb Drawings 
Personal Cigarettes, etc. 

Football Pools 
Car 

Loan to Friend 
Drawtnn by cheque 
Income Tax .. 

Balance 31/3/62 (Cash £87; Bank £219) 



£ 


1.130 


9,493 


320 


78 


30 


383 


100 


96 


IIQ 


306 


£12,148 
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£ 

£ 

Debtors 1/4/61 

438 ! Cosh Takings 

.11,182 

Balance Sales 

11,638 Friend re Car 

; 67 


1 Bad Debts w/o 

.. 1 356 


Debtors 31/3/62 

491 


£12,0% i I £12,096 



TOTAL CREDITORS 




£ 



1 £ 

Cash 

9.495 1 

Creditors 1/4/61 


i 279 

Creditors 31/3/62 

243 

Balances Purchases 


: 9.459 


£9.738 



' £9.738 


EXPENSES 




1 

f 



£ 

Cash 

1,130 

Rent 


156 


Car Expenses 


35 



Repairs to premises .. 


60 



Alterations . 


160 



Balance — Sundry Expenses 


719 


£1,130 



£1,130 


DRAWINGS 




£ 



£ 

Cash . 

.520 ii 

Football Pool Winnings 


59 

Cheques 

96 

Life Policy Money 


641 

Rent Tone-third of £3 per week) 

52 1, 

Repayments by Friend 


40 

Private Car Fxpenses .. 

.. 35 ' 

Ralance - - Net Drawings 


651 

Decorations (House) (one-third of £60) 

.. ' 20 'i 



Purchase of Car 

.. 350 




Cash paid to Friend 

.. 100 




Cigarettes, etc. 

78 




Football Pools 

30 I; 




Income Tax 

no ' 





£1,391 ;; 



£1,391 


Where the available records are so deficient that it is impossible to compile a 
reasonably complete cash summary, the only method of estimating the profit or loss 
for the period is to prepare Statements of Affairs showing the ‘net worth’ of the 
business at the beginning and at the end of the period respectively. 

A Statement of Affairs for this purpose is a document in the form of a Balance 
Sheet, showing on one side the estimated amounts of the various assets and on the 
other the liabilities, the difference between the two sides representing the proprietor’s 
‘net worth’, or capital at the date of the statement. 

If a Statement of Affairs has been drawn up at the end of the preceding period, the 
opening capital for the current period would be shown thereby. It would then be 
necessary to prepare a similar statement at the end of the current period, and to find 
the difference between the opening and closing figures of capital, the amount of which, 
after adding back any sums withdrawn, and deducting any new capital introduced, 
would represent the profit or loss for the period. 














§3] manufacturing accounts, BTC. 85 

Dlustnition (2) 

J.’s last Statement of Affairs prepared at 1st January, was as follows: 

STATEMENT OF AFFAIRS. Isr January 


Creditora 

Bills Payable .. 

Capital Acounis - being excess of assets over liabil* 
■lies at this date 

6,000 . 
500 ;; 

■3,000 , 

i 

Office Furniture 
Slock 

Debtors 

Bills Receivable 
Cash 




500 

^ 2.000 
; 4.500 

1 1,000 
' 1.500 

1 


£9,500 1 





j £9.500 


On 31st December, he finds his liabilities to be: Creditors £4,500, Bills Payable £700. And 
his assets; Office Furniture £450, Stock £1,500, Debtors, £5,300, Bills Receivable £700, 
Cash £800. His drawings during the period have amounted to £450. What profit has he 
made? 

STATEMENT OF AFFAIRS, 31st December 


Creditors 

Bills Payable 

Capital Account - being excess of assets over liabil* 
ities at this date 

4,500 Office Furniture 

700 Stock 

Debtors 

3,550 Bills Receivable 

Cash 



450 
1,500 
5,300 
‘ 700 

800 


£11.750 



£8.750 


Capital 31 si December 

Add Drawings for the year 



£ 

3,550 

450 


Lvss Capital Ist January 



4,000 

3,000 


Net Profit for year .. £1,000 


No great difficulty should be experienced in arriving at fair estimates of the values 
of the assets and liabilities at the end of the period under review, provided that the 
work of preparing the statement is undertaken shortly after that date, when the 
necessary material for the valuation will probably be still accessible. The preparation 
of earlier statements may present more difficulty, and the most searching enquiries 
will have to be made, the nature of which will depend upon the facts of the case. 
Needless to say, this method of ascertaining results is most unsatisfactory, and the 
trader should be advised to install double entry book-keeping without delay. 















CHAPTER V 


GOODS ON SALE OR RETURN, CONSIGNMENT 

ACCOUNTS, ETC. 

§ 1. Treatment of Gotnis sent on Sale or Return 

Where goods are sent out on approval, such transactions should not be treated in 
the books as sales, since the property in the goods does not pass to the buyer until 
he signifies to the seller his acceptance of them, or does some act by means of which a 
sale is expressed or implied. If, therefore, these transactions are recorded as sales, 
profit will be anticipated which may never actually be realised, and the Balance Sheet 
will not exhibit the true state of affairs. 

The method of treatment in the books depends upon circumstances and the number 
of transactions involved, and may be broadly considered under three headings: 

(a) Where the numher of Sale or Return transactions is small 

The best way to record these transactions is to have a specially ruled form of day book, 
such as the following: 


SALE OR RETURN DAY BOOK 


Date 

Particulars 

Goods sent 
on 

Sale or Return 

1 

; 1 

Date ‘ 

1 

Goods Returned 

Goods Sold 1 

Sales 

Ledger 

Folio 

(O 

f2) 

(3) 

(41 j 

.. , „ L 

(6) 

(7) 


■r 


The procedure will be as follows: 

(1) When goods are sent out they are entered in Column 3 at selling price, and no 
other entry is made until definite information has been obtained as to whether the 
goods are to be kept by the customer or returned. 

(2) If the goods are returned, their value is extended into Column 5, which like 
Column 3, is simply a memorandum column, and does not affect the double entry. 

(3) If the goods are sold, their value is extended into column 6, and posted therefrom 
to the debit of the customer’s account in the sales ledger. The total of this column 
will ultimately be posted to the credit of Sales Account in the impersonal ledger. 

(4) The difference between the totals of columns 5 and 6 taken together, and that of 
column 3, will represent the selling price of the goods out on approval at any given 
date. 
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(5) All these transactions will have been entered m the sale or return day book at 
selling price, but for Balance Sheet purposes the stock of goods out on approval 
must be valued at cost, and treated in the same way as stock in hand. 

(b) Where the number of Sale or Return transacti<ms is considerable 
The system outlined above cannot conveniently be applied without some modification 
where the number of sale or return transactions is considerable, owing to the possi¬ 
bility that a large number of items will be outstanding at the balancing date. 

In order to avoid the labour of bringing forward in detail full particulars of these 
outstanding items to a fresh section of the book, which would be necessary to enable 
the various columns to be properly balanced off, an extended ruling of the book 
is suggested. 

The following will be found suitable: 

SALE OR RETURN DAY BOOK 


Half vear endin» 


Half vf.ah ending 


Date 


Particulars i 


Goods 
sent on 
Sale or 


I Dale 
returned 
or sold 


Goods 

returned 


Goods 

sold 


' Sales 
' Ledger 
' Folio 


, Balance 
; 30tbJune 


Date 
returned 
or sold 


Goods 

returned 


Goods 

sold 


Sales 

Ledger' Remarks 
Folio 


At the balancing date the selling price of the goods remaining in the hands of 
customers will be extended into the Balance column, and all the columns in the first 
section cast. The total of the Balance column, plus the totals of the Goods Returned 
and Sold columns, will equal the total in the Goods sent out on Sale or Return column. 

In the following period, as these goods are sold or returned, the amounts will be 
extended into the columns provided, and this should suffice to complete the record, 
since it is unlikely that any items will remain open beyond the close of the second 
period. Any such goods still outstanding should be transferred to the next period’s 
records, or called in. 

A further section of the book will be utilised to record all goods sent out during 
each subsequent period, and these in their turn will be completed in a similar manner. 

(c) Where the number of Sale or Return transactions is large, and the goods are of con¬ 
siderable value 

In these circumstances it is not wise to rely on a purely memorandum system, which 
does not readily lend itself to proof. It is preferable to have a separate set of books 
kept on double entry principles. 
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These will comprise the following: 

(1) Sale or Return Ledger. 

(2) Sale or Return Day Book. 

(3) Sale or Return Journal. 

The procedure will then be as follows: 

(1) When goods are sent out they are entered in the sale or return day book, and 
posted therefrom in detail to the debit of the customer’s account in the sale or 
return ledger, and in total at the end of each month or other period to the credit of 
a Sale or Return Total Ac(X)unt, which can be kept in the sale or return ledger. 

(2) When the customer intimates his decision to keep the goods, his account in the 
sale or return ledger must be credited and the Sale or Return Total Account 
debited. The customer’s account in the sales ledger must then be debited (since he 
is now a debtor) and Sales Account credited. When goods are returned, the cus¬ 
tomer’s account in the sale or return ledger must be credited and the Sale or 
Return Total Account in the same ledger debited. To record these transactions it 
is necessary to have a special sale or return journal, which should be ruled as 
follows: 


SALE OR RETURN JOURNAL 


Date ' Particulars S. or R.L. Folio . Sale or Return 

I I Ledger 

( 1 ) ! ( 2 ) ( 3 ) ( 4 ) 


S. L. 
Folio 
( 5 ) 


Sales l.cdgci 
(61 



(3) When goods out on sale or return are sold, the customer’s name is entered in 
column 2, and the amount of the sale entered in columns 4 and 6, and posted in 
detail therefrom to the credit of the customer’s account in the sale or return ledger, 
and to the debit of his account in the sales ledger. 

(4) When goods are returned, they are simply entered in column 4, and posted in 
detail therefrom to the credit of the customer’s account in the sale or return ledger. 

(5) At the end of each period the total of column 6 is posted to the credit of Sales 
Account, and that of Column 4 to the debit of Sale or Return Total Account in the 
sale or return ledger. 

The main principle of the system above described is to render the sale or return 
ledger self-balancing, Le., the total of the debit balances in the ledger should equal the 
balance of the Sale or Return Total Account. If this is carried out, there is no difficulty 
in ascertaining the total selling value of goods out on sale or return at any time. 
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On preparing final accounts, the sale or return ledger, being self-balancing, is out¬ 
side the double entry, and the actual value of the goods out on sale or return, which 
should be treated as stock, can be arrived at by reducing the balance of each account 
in the sale or return ledger to the cost price of the goods. 

It sometimes happens that goods sent out on sale or return are erroneously entered 
in the sales day book as if they were actual sales, and posted therefrom to the debit 
of the customers* accounts in the sales ledger. Tliey are thus included in the total 
amount posted to the credit of Sales Account. Where goods sent out on sale or return 
have been treated in this way it is necessary, when preparing the final accounts, ta 
eliminate the items from the Debtors’ Accounts and Sales Account respectively, and 
include the goods, at cost price or under, in the closing stock figure, in the Trading 
Account and Balance Sheet; otherwise credit will be taken for a profit which has not 
yet been realised. 

In order to obviate the necessity of making an adjusting entry in each individual 
debtor’s account, the total selling price of all the outstanding items may be debited, 
in one sum, to Sales Account, and credited to a special account called Sale or Return 
Suspense Account, the balance of which should be deducted from the total of the 
book debts for Balance Sheet purposes. These goods will then be valued at or below 
cost price, and included in the value of the stock in trade which is credited to Trading 
Account and debited to Stock Account. 

Illustration 

In preparing the final accounts of a company it is found that the amount of the Sundry 
Debtors, £42,167, includes £4,000 worth of goods sent out on approval, and debited to 
customers’ accounts, in respect of which the time for returning the goods had not yet expired. 
These goods have been invoiced at 33J % above cost. 

In preparing tlie final accounts the following journal entry should be made: 

JOURNAL 


Sales Account 

To Sales or Return Suspense Account 
Adjusting goods out on Sale or Return treated as Sales. 


Dr 


£ £ 
4,000 

4.000 


The £4,000 debited to Sales Account will reduce the sales figure credited to Trading 
Account, whilst the £4,000 credited to Sale or Return Suspense Account will be deducted 
from the figure of Sundry Debtors, which will thus appear in the Balance Sheet as £38,167. 
The goods will then be valued at cost, viz. £3,000, and included in the stock in trade 
credited to Trading Account and debited to Stock Account. 

In subsequent years, if the same procedure is continued, it will only be necessary to 
increase or decrease (as the case may be) the balance on the Sale or Return Suspense Account 
to the amount of the outstanding sale or return items as at the date of balancing the accounts, 
the corresponding entry being a debit or credit to the Sales Account. 

§ 2. Consignment Accounts 

In some businesses it is the practice to consign goods to agents for sale on commission, 
the goods remaining the property of the consignors until they are sold. In such casM, 
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the agents must not be debited with the value of the goods, since they do not purchase 
them. When, however, an agent has sold the goods and received the proceeds, he 
becomes indebted to the consignor for the sums received, less his expenses and 
commission, and accounts to the consignor by means of an Account Sales, 
which shows particular of goods sold, the price realised, the agent’s char^, 
brokerage and commission deducted, and the net balance for which he is liable. 

Olustration 

On 1st March 19.., the A. Mining Company Limited, consigned to B. Jones and Co 160 
tons of Chrome Ore per S.S. ‘Menelaus’, invoiced at £7 per ton. The cost of the Ore at the 
mine was 50s. per ton = £400 and Railway Freight to the coast £140, all other expenses 
being paid by the consignee. On 1st July, B. Jones and Co. remitted an Account Sales 
showing gross weight 160 tons, and tare of bags 10 cwt, the Ore being realised at 160s. per 
ton. They deducted for Ocean Freight 45s. per ton, for Dock Dues, etc. £90, Marine In¬ 
surance £15, Brokerage IJ per cent, and Commission 2J per cent, remitting a draft for the 
balance. Make out an Account Sales. 


ACCOUNT SALTS of 160 tons ofClirome Ore ex S.S. ‘Menelaus’, sold by order and for account of the A. Mining Company 
Umited. 


Discharged 160 toil'. 0 cwi. 

Tare of Bags 10 ,. 

iff ., 10 „ m 160s. 


Charoes 

Ocean 1 reiglit at per ton 
Dock Dues, etc. 

Marine Insurance 
Brokerage at 1) % on 11,276 
Commission 2if!, on 11,276 


Net proceeds as per draft enclosed 

E. & O. E., 

London, 1st July 19.. 

(Signed) B. JONiss & Co. 


Since the consignee sells the goods as agent for the consignor, where sales are made 
on credit the purchaser becomes the debtor of the consignor, not of the consignee, 
and if the debtor makes default in payment, it is the consignor who suffers the loss. 
Sometimes, however, in consideration of an additional commission, called a del credere 
commission, the consignee will indemnify the consignor against loss in respect of any 
transactions effected by the consignee on the consignor’s behalf. Such an agent is 
called a del credere agent. In effect, he guarantees the payment of any debts created 
by his agency, and undertakes to bear the loss should any of them prove to be 
irrecoverable. 

§ 3. Entries in the Consignor’s Books 

When the consignor wishes to ascertain the exact profit or loss in respect of each con¬ 
signment, he should open a separate Consignment Account therefor. Each Consign¬ 
ment Account then constitutes a Profit and Loss Account in respect of the transac¬ 
tion to which it relates. 


o. iiurNM » 

S John Street, 

London, Itt July 19 


1 

1,275 


£ 

160 

90 

15 

16 
32 


511 


£763 



t 
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A persoifEd account must be op^ed for the con«gnee. Care must be taken to post 
to this account only transactions which create or discharge liabilities between the 
consignor and consignee, e.g., the payment of cash or the charges for expenses and 
commission. No entry must be made in this account when goods are sent to the con¬ 
signee, since he does not become a debtor in respect of such goods. 

The procedure should be as follows: 

(1) Debit Consignment Account with the cost of the goods, and credit a ‘Goods sent 
on Consignment Account’. (Even though the goods are invoiced pro forma to the 
consignee at an inflated price, only their cost price should be debited to Consign¬ 
ment Account, since the function of this account is to show the consignor’s profit 
or loss on the consignment.) 

(2) Debit Consignment Account with expenses incurred by the consignor, such as 
insurance, freight, etc., crediting cash or the relevant personal accounts. 

(3) On receipt of the Account Sales from the consignee, debit the Consignee’s 
Account and credit the Consignment Account with the gross proceeds. 

(4) Debit the Consignment Account with expenses, brokerage and commission de¬ 
ducted by the consignee, crediting the Consignee’s Account. 

(5) When the whole of the goods have been sold, the balance of the Consignment 
Account will represent the profit or loss on the consignment, and be transferred to 
Profit and Loss Account. 

(6) The balance of the Consignee’s Account will represent the amount due by or to 
him. If he remits by bill. Bills Receivable Account will be debited and the Con¬ 
signee’s Account credited, so closing that account. If a draft or cheque is forwarded, 
cash will be debited. 

(7) Transfer the balance of the Goods sent on Consignment Account to the credit of 
Trading Account (or Purchases Account). The total purchases debited to Trading 
Account include these goods and the cost price of such goods must obviously be 
eliminated from the Trading Account, since they are fully accounted for in the Con¬ 
signment Account. If they were not so credited, the cost of sales would be inflated, 
so that the Trading Account would not show the true gross profit on the ordinary 
turnover. 

Occasionally, by special arrangement, the consignor draws a bill of exchange on the 
consignee as soon as the goods are forwarded, in which case the amount of the bill will 
be credited to the Consignee’s Account If the goods are never sold, and therefore 
returned, the bill will have to be cancelled or the consignee reimbursed. Such an 
arrangement enables the consignor, if he so desires, to discount the bill and place him¬ 
self in funds to that extent in anticipation of the sale of the goods. The term of the bill 
will be such that the consignee can reasonably anticipate that he will have sold 
sufficient goods to realise the funds to meet the bill by the time it becomes due. 
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The amount of any such bill will rarely be equal to the full value of tile goods, as 
the consignee will want to retain out of the proceeds, when the goods are sold, a sum to 
meet expenses, and commission. When the consignee sends in his Account Sales, he 
takes credit for the bill, in whole or proportionately to the goods sold, according to 
the arrangement. 

niiistnition (1) 

From the particulars given in the Account Sales on page 90, make the entries in the Con¬ 
signor’s books. 

CONSIGNOR’S BOOKS 
CONSIGNMENT ACCOUNT 


t 


19.. 1 


£ 

' 19.. : 


£ 

Mar. I ' 

Goods sent on Consignment - 


July 1 [ 

0. Jones & Co.-Sales 

1.276 

1 

Ore 

400 

] 



j 

Railway Freight 

140 




July 1 1 

B. Jones &. Co. - 






Ocean Freight .. 

.. 360 





Dock Dues 

..1 90 





Marine Insurance 

..I 15 

I 



1 

Brokerage 

16 




1 

Commission 

32 




Dec. 31 , 

Profit and Loss Account - 





1 

Profit .. 

223 



1 

‘ 


£1,276 

' 


! £1,276 

1 


1 

B. JONES & CO. 

• 

” 

19 i 


; £ 

1 

19.. 


£ 

July 1 1 

Consignment Account-.Sales 

.. 1 1,276 

July 1 

Consignment Account - 




i 

Sundry Charges 

513 

! 

„ 23 1 

Cash 

763 

£1,276 



£1,276 


GOODS SENT ON CONSIGNMENT ACCOUNT 

IS. ' £ ' 19.. £ 

Dec. 31 I Trading Account .. 4fl0 ' Mar. 1 ' Consignment Account - 

' Ore. 400 


£400 ; £400 


Should the consignor prepare his Balance Sheet and accounts prior to the sale of 
the goods, the debit balance on the Consignment Account will be carried forward, 
and treated in the Balance Sheet as stock on consignment. If a loss is anticipated, 
adequate provision therefor should be made. 

Where only part of the goods has been sold at the date upon which the Account 
Sales is rendered, the unsold stock should be brought down as a balance on the Con¬ 
signment Account, being valued at the cost price of the goods. A relevant proportion 
of the expenses already incurred by the consignor and consignee in placing the goods 
in a saleable condition at the consignee’s warehouse (but not of the expenses incurred 
in selling the goods) may be included in the valuation, and thus carried forward. If 
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the current market value is less than cost, then the stock must be written down acrord- 
ingly. This procedure discloses the correct profit or loss upon the goods actually sold. 
On no account should selling expenses be taken into account in valuing stock. 


niustration (2) 

Applying the same particulars of the consignment as shown in the Illustration (1), it is found 
that the A. Mining Co. Limited, consigned to B. Jones & Co., 160 tons of Chrome Ore 
costing 50s. per ton at the mine — £400, and the railway freight amounted to £140. The 
A. Mining Co.’s financial year ended on 31st May 19.., and at that date only 79 tons, 10 
cwts of the Ore had been sold, the cost price of Ore at the mine-head on 31st May being 
45s. per ton. At the Mining Co.’s request B. Jones & Co. supplied an Account Sales, dated 
31st May, giving the following particulars: 

Tons cwt. £ 

Net landed weight 159 10 

Sold 79 10 @ 160s. .. 636 


80 0 


Charges on Whole Consignment - 
Ocean Freight 
Dock Dues, etc. 

Marine Insurance .. 

Brokerage li % on £636 
Commission % 


£ £ 

360 

90 

15 

— 465 

8 

16 

-489 


Net Proceeds 


£147 


Show the Consignment Account and Goods sent on Consignment Account in the Con¬ 
signor’s Books. 


19.. I 

Mar. 1 ' 


‘May 31 | 


June 1 


W.. 
'May 31 


CONSIGNOR’S BOOKS 
CONSIGNMENT ACCOUNT 


Goods sent on Consignment - I 

Ore .. • • • I 

Railway Freight 1 

B. Jones & Co. - Charges on whole Coo- | 
signment 

B. Jones & Co. - | 

Brokerage on Sales • 

Commission on Sales { 

Profit and Loss Account | 

..I 


£ ' 19.. 

' May 31 
400 
140 

465 il 

8 ' 

90 


Balance brought down 


£1.119 
I 483 


B. Jones and Co. .. .. I 636 

Balance carried down - , 

80 tons ^ 45a. plus shipping and land- i 

ing charges .. 483 


i il.lW 



GOODS SENT ON CONSIGNMENT ACCOUNT 


£ ij 19.. I 

Trading Account. ^ i ' Conwgnment Account - 

■ I , 

' £400 |i I 
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Note 

The balance carried down in the Consignment Account is made up as follows: 

80 tons of Ore @ 45s. per ton (current market value) 

Railway Freight 

B. Jones & Co.’s charges on whole consignment 

80 

159-5 


£140 

465 

£ 

180 

£605 

303 


£483 


The stock on consignment is treated as an asset at the balancing date. The cost price of 
the whole of the goods sent out on consignment is eliminated from the Trading Account 
by the transfer from Goods on Consignment Account. 

Where the consignee is authorised to sell goods on credit, and at the date of the 
Account Sales there is an amount outstanding in respect of credit sales, that amount 
can be recorded as a balance carried down on the Consignment Account, or by 
crediting Consignment Account and debiting Consignment Debtors Account. When 
an Account Sales is subsequently received, showing the receipt of the cash from the 
debtors, the amount will be transferred to the debit of the Consignee’s Personal 
Account. A consignee, other than a del credere agent, should not be debited with the 
proceeds of sale until he has received them in cash. 

Illustration (3) 

On 1st April, Emen & Co. had consigned to C. Onsignee, goods costing £4,000, on which they 
paid freight, insurance, etc., amounting to £500. On 31st August, C. Onsignee’s first Account 
Sales was received, showing that he had effected sales of £2,800, of which £2,500 had been 
received in cash. His expenses to date were £400, and Conmiission, 5 % on gross sales. On 
receipt of the Account Sales, the Consignment Account was balanced off, stock being valued 
at £3,000. A further Account Sales was received on 31st December, shewing that the 
balance of the goods had been sold for £3,450 and the cash collected: debtors had also paid, 
less a discount of 5%. The expenses of C. Onsignee were £120, commission 5%. Write up 
the accounts in the books of Emen & Co. to 31st December, assuming C. Onsignee remitted 
the balance due with each Account Sales. 

CONSIGNMENT ACCOUNT 


19.. 1 

April 1 

Auk. 31 

Goods sent on Consignment 

Freight, Insurance, etc. 

C. Onsignee - 
Expenses 

Commission on gross sales at 5 % .. 
Profit and Loss Accouiit 

« 

£ 

4.000 

.500 

400 

140 

760 

i 19.. i 
Ang. 31 ' 

1 

1 

' » 

C. Onsignee - 
Cash Collected re Sales 

Sales on Credit c/d. 

Stock c/d. 

£ 

.. i 2,500. 
.. 300 

.. 1 3,000 



! £5,800 



£5,800 

19 . 

Aug. 31 ' 

Dec. 31 

Balances b/dt- 
D«bton 

Stock .. 

C. Onsignee - 
Expenses 

Commission 

Profit and Loss Account 

300 

3,000 

120 

173 

142 

19. , 

Dec. 31 

1 

; ' 

C. Onsignee - 
Cash Collected re Sales 

From Debtors .. 

1 

3,450 

285 

1 

i 


£3,735 


£3.735 
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C. ONSIGNEE 



19 . 1 
Aug. 31 1 

Consignment Account - 
Cash Collected .. 

£ 

2.500 

19 

' Aug. 31 

Consignment Account • 

Expenses 

Commission 

Cash 

£ 

400 

140 

1,960 



T{^ 



£2,500 

19.. 
Dec. 31 

Consignment Account - 
Cash Collected .. 

3,735 

19. 

Dec. .11 

Consignment Account 

Expenses 

Commission 

Cash ... 

120 

173 

3,442 



£3.735 



~£3i7S 


Note 

The discount is automatically recorded by bringing into account only the cash collected. 
There is no point in shewing it as a debit and a credit in the Consignment Account. 


GOODS SENT ON CONSIGNMENT ACCOUNT 

19.. £ ' I>i 

Aug. 31 Trading Accouni 4.<XH) Apl. I C'unsignmrnt At. count 


1 

4,(K» 


Where some of the goods are damaged or lost in transit, the loss, if not material, 
may be charged to the Consignment Account automatically by crediting that account 
only with the reduced value of the stock remaining on hand at the date of balancing 
the accounts. If it is desired to record the loss separately, the cost price of the damaged 
goods can be entered on both sides of the account. Goods lost before they reach the 
consignees, however, should be credited to the Consignment Account and debited to 
Profit and Loss Account at cost less any amounts recovered from underwriters. Any 
goods returned to the consignor will be credited to the Consignment Account and 
debited to the Goods sent on Consignment Account at cost. 

Where the agent is authorised to give goods away for advertising purposes, the 
cost thereof (including the expenses incurred in connection therewith) should be 
credited to Consignment Account and debited to Advertising Account, which latter 
account would in due course be transferred to the debit of Profit and Loss Account. 
Alternatively, if it is desired that the cost of advertising shall be borne by the consign¬ 
ment, the cost of the goods distributed should be both credited and debited to the 
Consignment Account, the balance of which will then represent the net profit or loss 
on the consignment, after all expenses incurred in selling the goods have been de¬ 
ducted. 

It is not uncommon for the goods to be invoiced to the consignee at a proforma 
price in excess of cost, in which case columns should be provided in tfie Consignment 
Account for recording the price alongside the ordinary entries. The invoice columns 
are purely memorandum columns for the purpose of reconciling the invoice price of 
sales and unsold stock with that of the goods consigned. Entries in the invoice 
columns form no part of the double entry. 
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Illustration (4) 

A, in London, consigns goods to B in Australia, for sale at invoice price or over. B is 
entitled to a commission of 5 % on invoice prices and 25 % of any surplus prices realised. 
A draws on B at 90 days sight for 80% of the invoice price, and, upon sale, B remits the 
balance of proceeds, after deducting his commission, by sight draft. 

Goods consigned by A to B in the year cost A £10,450, including freight and were in¬ 
voiced at £14,200. Sales made by B were £13,380, and goods in his hands, unsold at 31st 
December, represented an invoice value of £3,460(original cost, including freight £2,610). Sight 
drafts actually received by A from B up to 31st December, were £3,140; others were in transit. 

Prepare accounts in A’s books of these transactions and show (by ledger accounts) the 
manner in which the books would be closed at 31st December. 

CONSIGNMENT TO B. (AUSTRALIA) ACCOUNT 


Invoice 

Price ' 

£ 1 

Goods 14.200 1 10,450 

B. Commission: 

5% on £10,740 .. 537 

25% on £2,640 660 | 

Proht and Loss Akcuuni i 4,343 j 

Sales 

Steel, c/d. 


Invoice 

Price 

£ 

10,740 

3,460 

£ 

13,380 

2,610 

i 

£14,200 ill5,990 


! 

£14,200 

£15,990 

Balance b/d. .. .. 3,460 ; 2,610 

I 





£ 

Sales .. . .. 13.380 

Balance c/d. .. 2,317 

Bills Receivable 

Commission 

Cash 


1 

' £ 

, 11,360 
i 1.197 
3.140 

: £15.697 



1 

, £15,697 

1 

|i 

Balance b/d. 

1 . 


j 

1 

2,317 

1 

Note 

No account can be taken of drafts in transit, which amount to £451. 




GOODS SENT ON CONSIGNMENT ACCOUNT 




£• 

Trading Account .. . | 10,450 

B. 

Invoice Price 
£14,200 

£ 

10,450 

1 






Note 

Apparently the arrangement is that on sale of the goods, B shall remit the proceeds, less 
commission and less the proportion of the bill of exchange applicable to the goods sold, i.e., 
he owes A. on 31st December: £ 

Proceeds of Sale .. .. .. .. ■.. 13,380 

Lew Commission .. .. .. .. 1,197 


12,183 

Less Proportion of Bill applicable to goods sold, 80% of 

Invoice Price. £10,740 = .. .. ., 8,592 


Amount due .. 3,591 

He has already remitted .. .. .. 3,140 


.-. Drafts in transit amount to .. £451 
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The balance to B's credit is made up of - £ 

Proportion of Bill applicable to goods in Stock, 80% of 
Invoice Price, £3,460 ^ .. 2,768 

Less Drafts in transit 451 

Balance .. £2,317 


Where the goods are consigned to an agent abroad whose accounts are rendered in 
a foreign currency it will be necessary to provide memorandum currency columns in 
the consignee’s personal account, in which the relevant items will be converted into 
sterling at appropriate rates. As a general rule it will be found convenient to convert 
sales made by the agent and the agent's expenses and commission at the average rate 
for the period. Remittances received from the agent should be converted at the actual 
sums realised, whilst the closing balance of the agent’s account should be converted 
at the rate of exchange prevailing at the date of the Balance Sheet. The resultant 
sterling balance on the agent’s account will represent profit or loss on exchange. This 
may, if desired, be transferred to the Consignment Account, which will then show 
the final profit or loss in sterling realised on the consignment. Alternatively, the 
amount may be transferred to a Difference on Exchange Account which, if in debit, 
should be written off to Profit and Loss Account, or. if in credit, carried forward as 
a provision against future possible losses on exchange. 

Illustration (5) 

On 2nd January, B bought for cash 200 machines at £33 each f.o.b. London for shipment to 
his Agent G in Berne, to sell on a consignment basis. On 2nd February, B paid £500 for 
freight and £140 for insurance. 

G. sent B an Account Sales dated 31st May showing that he had sold 100 machines at 
Fr. 550 each and a further 40 machines at Fr. 570 each. G had paid landing charges Fr. 2,750 
and selling expenses on the macliincs sold Fr. 700. His commission was at the rate of Fr. 20 
per machine sold, plus one quarter of the amount by which the gross sale proceeds, less the 
total commission thereon, exceeded a sum calculated at the rate of Fr. 500 per machine sold. 
A bank draft dated 31st May was enclosed for the balance due to B, which realised £5,600. 

Prepare Consignment Account and G’s personal account in B’s books as at 30th June, no 
further machines having been sold by that date. 

Sales, expenses and commission are to be converted at the average rate of Fr. 12-5 to £. 


CONSIGNMENT to G. ACCOUNT 


Ian. 2 

1 

Goods sent on Consignment; 

200 Machines at £33 each 

£ 

£ !' 

6,600 

May 31 I 

Feb. 2 

Freight 


500 ' 



Insurance .. 

( 

140 

1 

Mar. 31 

General Expenses as per Ac¬ 
count Sales: 

Landing Charges 

! 220 

1 

1 

' i 


Selling Expenses .. 

56 


1 


Commission .. 

1 304 

580 i! 
44 

598 

£8,462 , 

! 

June 30 

Loss on Exchange .. 

Profit and Loss Account- 
Pr^t on Consignment .. | 

i 

1 

i 

! i 

i 

: 1 

June 1 

Slock on hand b/d. .. .. | 


ll 

2,238 ji 

1 

i 


Sale of 140 Machines u per Ac* , 
count Sales (Fr. 77,800) .. ! 

Stock on hand: 

60 Machines at £33 .. ; 

Proportion of: 

Freight .. £S0O | 

Insurance .. 140 , 

Landing Charges 220 


X £860 ! 


£ 

1,980 I 



£ 

6,224 


2,238 


: £8,462 



D 
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G-PERSONAL ACCOUNT 


May 31 | 


I Pranes . £ ;| 

Consignment Account, Sales: , I May 31 

IW) Machines @Pr. 5S0 SS.OOO 4,400 >1 
40 „ Fr. 570 .. 1 22,800 j 1,824 I! 

1 I; June 29 


i_;_ 

Fr. I 77,800 i £6,224 ' 

I ...i; > 


Consignment Account: 
Landing Charges 
Selling B^nses .. 
Commission 
Bank Draft 

Consignment Account: 
Loss on Exchange 


/Vote. Total Commission - x - Fr. 2,800 + i (77,800 — * — 70,000) - Fr. 3,800. 
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France 

£ 

2,730 

220 

700 

36 

! 3,800 

304 

70,530 

5,600 

i 

I 

44 

j 77,800 

£6,224 


! 


§ 4. Entries in the Consignee’s Books 

When the goods are received by the consignee, particulars thereof should be entered 
in a consignment stock book ruled for marks and quantities, according to the nature 
of the goods, and having a column for pro forma invoice prices. This book, however, 
is merely a memorandum book, and no entries should be made in the financial books 
until a sale takes place. The goods, not being the property of the consignee, must be 
kept entirely distinct from his own stock, and should not be included in his Balance 
Sheet. 

The entries in the consignee’s books will be as follows: 

(1) Debit the Consignor’s Account with any expenses incurred in connection with the 
consignment by the consignee, such as frei^t, warehousing, etc., crediting cash or 
the relevant personal account. 

(2) When sales are made, debit the various debtors’ accounts with the amounts thereof 
and credit the Consignor’s Account through a consignment sales day book, or, 
where there are few transactions, through the ordinary journal. 

(3) When the Account Sales is prepared, debit the Consignor’s Account with the 
brokerage, commission, etc., crediting the latter accounts. If any debtors have not 
yet paid their accounts carry forward a balance to the credit of the Consignor’s 
Account in respect thereof, unless by the terms of the agency, the agent has to 
remit in full. 

(4) The balance of the Consignor’s Account will represent the amount due to him. 
If a draft is remitted, debit his account and credit Bills Payable or cash, as the case 
may be, so closing the account. 


Illustration 

From the particulars given in the Illustration (1) (page 92) make the entries in the con¬ 
signee’s books. 

CONSIGNEE’S BOOKS 
THE A. MINING COMPANY LIMITED 


July 1 ' Ocean Freight 

I Dock Dues 

I Marine Inaurance 

Brokerage 
' Comminion 

I BilU Payable 


£ 

19.. 

360 

July 1 

90 

13 


16 


32 


763 


£1,276 



Sundry Debton 


£ 

1,276 


£1,276 


I 
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Detailed particulars will also be entered in the consignment stock book by way of 
memoranda as described above. 

An alternative method for recording consignments in the consignee's financial 
books, is to debit a Consignment Stock Account and credit the Consignor’s Account 
with the invoice value of the goods. When the goods are sold, the proceeds are credited 
to the Consignment Stock Account, and the difference on this account, representing 
profit, is then transferred to the Consignor’s Account. The Consignment Stock 
Account and the corresponding credits to the Consignor’s Account, must, of course, 
be eliminated from the consignee’s Balance Sheet. It might be considered preferable 
to credit a Consignor’s Suspense Account with the invoice value, in order to preclude 
the possibility of a payment inadvertently being made to the consignor before the 
goods are sold. 

This method is not to be recommended, as it takes into the consignee’s financial 
books as assets and liabilities items which are not such from his point of view. 


§ 5. Accounts with Agents 

In many cases, where agencies are situated in different parts of the world, it is not 
convenient to treat the goods sent to such agents as consignments, and often, even 
in cases of consignments proper, it is not desired to show the profit or loss on each 
shipment. In such cases Consignment Accounts, as illustrated in § 3 are not used, but 
the transactions may be dealt with in the manner described hereunder. 

Memorandum quantity stock accounts are kept, showing particulars of goods sent 
to the agent. No entries are made, otherwise than by way of memoranda, when goods 
are sent to the agent, except that the proper nominal accounts are debited with any 
expenses incurred. When the agent’s returns are received, Sales Account is credited 
with the gross sales and the Agent’s Account debited. Any expenses incurred by the 
agent are credited to his account, and debited to the appropriate expense accounts. 
The Agent’s Account is credited with sums remitted by him, and the balance on his 
account at any time will be the amount due by him for sales effected. In this way the 
agent will not be debited with the value of any stock unsold, as this will be regarded 
as stock belonging to the firm and brought into the Balance Sheet at cost plus ex¬ 
penses, or at a lower valuation if necessary. 

The agent will forward at regular intervals quantity stock accounts, which will be 
agreed with the similar accounts kept at the head office, any differences in stock being 
adjusted. 


niustration (1) 

The X Manufacturing Company forwarded goods to the value of £3,400 to their agent, in¬ 
curring the following expenses: 


£ 

Carriage and Freight .. 140 

Insurance.. .. •• 15 
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Up to the date of balancing the accounts the agent had forwarded returns showing the 
following transactions: 

£ 

Cash Sales .. 1,250 

Credit Sales .. 1,575 

Cash collected from Debtors 1,300 
Sundry expenses ., 130 

Cash remitted .. 2,400 

Stock on hand at cost .. 1,340 

Show by Journal entries how these transactions should be recorded in the books of the 
X Manufacturing Company, and prepare the agent’s Personal Account. 

X MANUFACTURING COMPANY 
JOURNAL 


Sundries 

To Cash 

Carriage and Freight Account 

Insurance Account .. 

Being expenses incurred in dispatch of goods to agent. 

.. 

Dr. 

£ 

1 

140 

15 

j 

1 £ 

155 

Agent’s Account 

To Sundries - 

Cash Sales Account 

Credit Sales Account 

Being sales effected as per agent’s returns. 


Dr. 

\ 

2,825 

1,250 

1,575 

Sundry Expenses Account 

To Agent’s Account 

Being agent’s expenses as per his returns. 

.. 

Dr. 

130 

! 130 

1 

1 

Cash 

To Agent’s Account 

Being cash remitted by agent. 


Dr. 

. , j 

2,400 

2,400 

1 

AGENT’S PERSONAL ACCOUNT 




1 £ 

Saks Account .. .. .. | 2,825 

j 1 

Expenses Account 
Cash 

Balance c/d... 

•• 


£ 

130 

2,400 

295 

1 £2,825 

1 



£2,825 

Balance b/d.| 295 

1 

! 





1 

— 

1 



Notb. The memorandum Stock Account will be debited with £3.400 stock sent, and credited with the cost of sales. The 
balance should represent the value of stock in afent's hands and will be included in the company’s stock' when the Trading Account 
and Balance Sheet are prepared. 


Although not recommended, the agent’s account is sometimes debited with the cost 
of the goods sent to him, but care must be taken, if goods are debited at more than 
cost, to reduce the value of stock in his hands at balancing time to cost price, so that 
no credit is taken for profit before it is actually realised. 

Where the agent is so debited, it is advisable to create a provision of an equal 
amount. This can readily be done in the following way: 

(1) Debit the Agent’s Account and credit a ‘Goods sent to Agents Account’ with the 
invoice price. 

(2) When sales are notified (a) debit Goods sent to Agents Account and credit Sales 
Account with the amount of the sales; (b) debit the Agent’s Account and credit 
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Goods sent to Agents Account with the excess o.** the selling over invoice price of 
the goods sold; and (c) debit the various expense accounts and credit Agent’s 
Account with the expenses paid by him. 

(3) Debit cash and credit the Agent’s Account with remittances received from the 
agent. 

(4) For the purposes of the Balance Sheet and Profit and Loss Account, the Goods 
sentto Agents Account will be deducted from the balance on the Agent’s Account so 
that the latter will show only the amount, if any, due from him. Stock will be 
valued as usual, and included in the accounts as stock in the hands of agents, by 
debiting a Stock Account and crediting Trading Account. This Stock Account will 
be closed in due course by transfer to the next period’s Trading Account. 

niostration (2) 

Goods costing £1,000 were invoiced to an agent at £1,200, In due course the agent sub¬ 
mitted a return showing that he had sold three-fourths of the goods for £1,500, paying ex¬ 
penses amounting to £50, and enclosing a draft for £1,100. The Stock was valued at £240, 
prices having fallen. 

Write up the accounts affected. 


AGENT’S ACCOUNT 


Goods at invoice price 
do. excess of selling price over invoice price 

£ 

1,200 

600 

Expenses Account.. 

Cash 

Balance c/d. 

£ 

50 

1,100 

650 


£1.800 


£1,800 

Balance b/d. 

650 

_ 

i 


GOODS SENT TO AGENFS ACCOUNT 


Sales Account 

Balance c/d. 

£ 

1,500 

300 

Agent’s Account .. 

„ „ excess of selling price over in¬ 

voice price 

£ 

1,200 

600 


£1,800 


£1,800 



Balance b/d. 

300 

SALES ACCOUNT 


Trading Account .. 

£ 1 
1.500 1 

Goods sent to Agents Account 

£ 

1,500 


1 




TRADING ACCOUNT 


£ 

Sales Account I.SOO 

Stocks In hands of Agent 240 


EXPENSES ACCOUNT 


£ 

Agcsit'a Aocotsnt .. SO 
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Trading Account 


£ 

240 


The Balance Sheet will include £350 as due from the agent, viz., the balance of his account, 
£650, less the provision on Goods sent to Agents Account, £300. This amount is made up 
of the following: 


Proceeds of sale of goods 
Less Expenses 
Cash remitted 


£ £ 
1,500 
50 

1,100 


1,150 


£350 


icemed, it may be no 
ency as well as sterlh 
It with as explained i 



CHAPTER VI 


BILLS OF EXCHANGE, PROMISSORY NOTES, ETC. 

§ 1. Definitions 

(a) Bill of Exchange 

A Bill of Exchange is defined by the Bills of Exchange Act, 1882, as ‘an unconditional 
ORDER in writing, addressed by one person to another, signed by the person giving 
it, requiring the person to whom it is addressed to pay on demand, or at a fixed or 
determinable future time, a sum certain in money to or to the order of, a specified 
person or to bearer’. 

There are three parties to a bill, viz. - (1) the drawer, i.c., the party who draws the 
bill and signs it; (2) the drawee, i.e., the party to whom the bill is addressed; and 
(3) the payee, i.e., the party to whom the bill is expressed to be payable. 

A drawee ‘accepts’ a biU, by signing his name across the face of it, and thereby 
becomes the acceptor. Until the drawee becomes the acceptor he is not liable on the 
bill. When the bill is negotiated {i.e., transferred from one person to another in such 
a manner as to constitute the transferee the holder of the bill), each party through 
whose hands it passes must indorse his name on the back thereof, and thereby becomes 
an indorser, unless the biU is drawn to bearer, when it requires no indorsement but is 
negotiated by delivery only. If a bill drawn to order is indorsed in blank in the first 
instance it thereby becomes a bearer bill and no further indorsement is legally 
necessary, 

A cheque is the most common form of bill of exchange, being defined by the Bills 
of Exchange Act, 1882, as ‘a bill of exchange drawn on a banker, payable on demand’. 

(b) Promissory Note 

A Promissory Note is an unconditional promise in writing made by one person to 
another, signed by the maker, engaging to pay on demand, or at a fixed or determin¬ 
able future time, a sum certain in money to, or to the order of, a specified person or to 
bearer. 

The parties to a promissory note are: (1) the promisor, i.e., the party who makes 
the promise and signs the note; and (2) the promisee, i.e., the party to whom the 
promise is made. There may be a single promisor, or two or more promisors. In the 
latter case the liability of the promisors may be either joint, or joint and several. If the 
liability is joint, any judgment without satisfaction against one of the makers of the 
note is a bar to proc^ings against the other joint maker or makers. In the case of 
a joint and several note an unsatisfied judgment against one can be followed by 
action against another party. 

When a promissory note payable to order is negotiated, each party through whose 
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hands it passes must indorse his name on the back thereof, and thereupon becomes 
an indorser. 

A Bank of England Note is the most common form of promissory note. This, how¬ 
ever, is payable to bearer, and requires no indorsement. 

(c) Negotiable Instruments 

Negotiable Instruments are documents representing value in money, such as promis¬ 
sory notes, bills of exchange, etc., the property in which passes by mere delivery, or 
by indorsement and delivery. 

As a general rule a party cannot give a better title to property than he himself 
possesses, but in the case of a negotiable instrument, provided the holder receives it 
in good faith for valuable consideration, before it is overdue, and without notice of 
any prior defect in the title, his title will be good, notwithstanding any defect in the 
title of any prior holder. 

(d) Days of Grace 

Three days, termed ‘days of grace’, are allowed as an addition to the stated term 
or ‘tenor’ for the payment of all bills of exchange and promissory notes, except those 
payable at sight or on demand, or expressed to be payable at a fbced date without days 
of grace, or fora period certain. In calculating the due date, therefore, allowance must 
be made for the three days of grace. Similarly, three days of grace must be taken into 
account in calculating interest or discount. 

Where a bill is so drawn that the third day of grace falls on a Sunday, Good 
Friday, Christmas Day, or other day of public thanksgiving, the bill must be paid 
upon the preceding business day. If the third day of grace is a bank holiday the bill is 
payable on the succeeding busiiiess day. If the third day of grace falls on a Sunday and 
the previous day is a bank holiday, the bill is payable on the succeeding business day. 

Illustration 

If the third day of grace falls on Sunday 14th November, the bill is payable on Saturday 
13th November. 

If the third day of grace falls on Sunday 26th December, since the previous day is 
Christmas Day, the bill is payable on 24th December. 

If the third day of grace is Sunday 27th December, since the previous day is a bank 
holiday, the bill is payable on Monday 28th December. 

When the tenor of a bill of exchange is expressed in months the due date is calculated by 
adding three days to the day of the last month of the tenor which corresponds with the day 
of the month on which the bill is drawn. Thus by the custom of bankers, a bill of one month 
drawn on 28th February would fall due on 31st March i.e. three days after 28th March, not 
three days after 31st March. No account is, however, taken of missing days, so that if a 
bill at one month were drawn on 31st January, it would fall due on 3rd March, i.e. three days 
after 28th February (or, in a leap year, after 29th February). 

§ 2. Stamp Duty on Bills of Exchange and Promissory Notes 

By Section 33 of the Finance Act, 1961, the stamp duty payable on any kind of bill 
of exchange or promissory note (other than a bank note) for any amount drawn or 
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expressed to be payable, or actually paid or endorsed, or in any way negotiated in the 
United Kingdom is 2d. (twopence). 

The duty may be denoted by an adhesive stamp, which must be cancelled by the 
person who signs the bill before it is delivered out of his hands. 

This provision applies to all bills and notes drawn or made on or after 1 st August, 
1961. Prior to that date bills of exchange, other than those payable on demand, at 
sight, on presentation, or within three days after date or sight, and all promissory 
notes were chargeable with an ad valorem stamp duty of one shilling per £100 (or six¬ 
pence per £100 if the bill was drawn and expressed to be payable outside the United 
Kingdom). This ad valorem stamp duty has now been abolished. 


§ 3. Specimen Forms of Bills of Exchange and Promissory Notes 

The following are specimen forms of bills of exchange: 


I. 




£100 


Stamp 

2d. 


London, 1st February 1963 
Thr«« months after date ^ay to my order the sum of One hundred 
pounds sterling for value recdVed. 


F. Smith. 


c, 


To Messrs. Black & 

Glasgow. “ 

In this case the drawer and the payee are one and the same person, viz., F. Smith. 
Black & Co. are the drawees, who, on accepting the bill, become the acceptors. 


£«6 

Stamp 

2d. 


II. 

London, 1st February 1963 

Thrw months after date pay to F. Blackmore or order the sum of 
Four hundred and thirty-s]^ pounds for value received. 


To Messrs. A. White & Co., 
London. 


B. Williams. 


In this case the drawer and payee are not the same person. 


£5,000 


Stamp 

2d. 


K ^ Calcutta, 1st February 1963 
Three months afte 5 sig^ti 0 f ^s first exchange (second and third of 
even tenor and date phy to the order of Mr John Jones the 

sum of Five thousanegp^^^r value received. 

To Messrs. F. Wilkinso^ $ R. Phillips & Co. 

London. u.' 

71 


D2 
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This is a form of foreign bill drawn in Calcutta payable in this country. Foreign 
bills are often drawn in duplicate or in sets of three, each part of the set being num¬ 
bered, and referring to the other parts. The first part coming to hand will be presented 
for acceptance, and the others destroyed as and when received. 

JV. . 

$1,750 , « I ^ Bombay, 1st February 1963 

Two months aflir Jjus our second of exchange (first and 

Stamp third of even tenog ^dB^ jlnpaid) pay to the order of Mr F. 

2(i. Brown the sum of^^ tio06afld, seven hundred and fifty dollars for 

value received. o 

To John L. Smith, F. Wall & Co. 

New York. 

This is an illustration of a bill which is drawn abroad and payable abroad, but 
assumed to have been negotiated in this country, when it must be stamped with a 
2d. stamp. 


The following are some forms of promissory notes: 


£50 

Stamp 

2d. 


1 . 


London, 1st February 1963 

Three months after date I promise to pay A. White & Co. or order 
the sum of Fifty pounds for value received. 


John Lake. 


It will be observed that there are only two parties to a promissory note - the 
promisor and the payee. 


11 . 

£1,000 London, 1st February 1963 

On demand we promise to pay to Messrs. F. White & Co. the sum 
of One thousand pounds for value received. 

C. Brown. 

E. Green. 

This is an instance of a Joint promissory note. The promisors are jointly liable, i.e., 
only one action can be brought, and if action is taken and judgment obtained against 
one of the parties only, and that judgment is unsatisfied, another action cannot 
subsequently be brought against the other party. 

If the note had been worded T promise to pay’, and had been signed by both parties 
as above, the liability would have been joint and several. 
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III. 

London, 1st February 1963 

£530 Three months after date we jointly and severally promise to pay to 

the order of Messrs. F. Wilkins & Co. the sum of Five hundr^ and 
thirty pounds for value received. 

F. T. 

W. X. 

Y. Z. 

This is an instance of a joint and several promissory note where the parties are 
jointly and severally liable. In the event of any one of the parties not contributing 
his proportion, the holder will have a right of recovery for the full amount of the note 
against any one of the promisors, who in his turn will have a right of recovery from 
the remaining promisors of their respective contributions. 


Stamp 

2d. 

I 

I 


§ 4. Forms of Bill Books 

Bill books are subsidiary books for recording the history of all bills of exchange handled 
by the business, and serving the purpose of day books, from which the bills are 
posted in detail to the personal accounts affected, and in total to the Bills Accounts 
in the ledger. 

(a) Bills Receivable and Bills Payable Books 

The forms of bin books vary considerably in practice, according to the requirements 
of the business and the class of bills dealt with. The essential point is that the bill 
book should record a concise history of each bill. 

The following is a convenient form of bills receivable book which can be adapted 
to the majority of cas^: 


lUustration (1) 


BILLS RECEIVABLE BOOK 


No. 

of 

Bni 

Date 

received 

From 

whom 

received 

Drawer 

Acceptor 

Where 

Payable 

Date of 
BiU 

. Date due, 
'r.n.. including 
; Days of 
Grace 

Folio 

in 

Ledger 

Amount 

of 

BUI 

How 

Disposed 

of 

1 

19.. 

2nd July 

'' 

H. Marshall: Self 

H. MarshaU 

London 

19., 

1st July 

19.. 

1 month 1 4th Aug 

4 

£ s.d. 
SO 0 0 

Cash 

2 

1st Aug. 

J. WilBon 

Self 

J. Wilson 

Lloyds 

31st July 

3rd Sept 

SO days { 22nd Sept. 

! 

3 months; 6ifa Dec. 

3 

70 0 0 

received 

4th Aug. 
Dishonoured 

3 

9th Sept. 

F. Johnson 

F. Johnson 

L. Taylor 

Bank, 

Ltd. 

Barclays 

6 

90 0 0 

22nd Sept. 

Discounted 




Bank, 

Ltd. 

.. 

j 

.i. . 


£210 0 0 

Fo. L.I. 

12th Sept 


Each item in the bills receivable book is posted to the credit of the ledger account 
of the person from whom the bill is received; periodically the total of the bills is 
posted to the debit of Bills Receivable Account 
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The following is a convenient fonn of bills payable book: 


lOustratioii (2) 


BILLS PAYABLE BOOK 


1 

*of 1 

Bill! 

1 

To whom 
given 

1 i 

i 

Drawer 1 

1 

1 

PavM i Where 

1 Payee ^ payable 

! 

1 ' 

' Date of 
Bill 

1 

Term 

Date due, 
including 
Days of 
Grace 

Folio 

in 

ledger 

Amount 

of 

Bill 

How 

Disposed 

of 

1 19.. 

1 1 13th July 

W. Block : 

; W. Black 

W. Black 1 Uoyds 

j 19.. 

{ 14th July 

60 days 

19.. 

13tfa Sept. 

7 1 

£s. d. 
90 0 0 

Paid 

1 

2 1 19tbJuly 

F. White i 

i F. White 

Bank 

1 Ltd. 

F. White „ .. 

. 18tb July 

3 months 

21st Oct. 

i 

8 

80 0 0 

ISth Sept. 

3 1 3rd Aug. 

H. Brown i 

1 H. Brown 

H. Brown | 

2nd Aug. 

2 months 

SthOct. 

9 

40 0 0 


i 

1 

1 

1 

i 

i . , i 

j 

! 

1 1 


1 

_ 


1 

1 1 
1 

£210 0 0 

1 Fo. L.2. 

1 



Each item in a bills payable book is posted to the debit of the ledger account of 
the person to whom the bill is given, the total being posted periodically to the credit 
of Bills Payable Account. 

In order to obtain cash before the due date of a bill receivable, the holder may dis¬ 
count it with his banker, i.e., negotiate it to the banker for an immediate cash pay¬ 
ment. The banker charges interest on the face value of the bill for the period it still 
has to run, and pays the balance as its present cash value. This interest is called the 
Miscount*. It is usual to debit the cash book with the face value of the bill and show 
the discount as a payment, which will be posted to a Discounting Charges Account. 

(b) Bills Receivable and Bills Payable Ledgers 

These books are ruled in a similar way to ordinary bill books, but are provided with 
additional money columns to show the disposal of the bills. 

They may be made to form part of the double entry, in which case it will not be 
necessary to have ledger accounts for bills receivable and bills payable. 

The great advantage of this form of book is that a complete history of each bill is 
recorded in a manner capable of arithmetical proof. A specimen ruling is given on 
page 109. 

(c) BUI Diary 

Where bill transactions are numerous, it is advisable for all bills, whether receivable 
or payable, to be entered in special bill diaries, so that the amounts due to be received 
or paid on any given day can readily be ascertained. 

The diaries will be ruled to meet the requirements of the case, a separate space 
being allotted for each day in the year. The bills are entered under the dates on which 
they fall due, allowance being made for the three days of grace. 

(d) Discounted Bills 

The process of discounting a bill is tantamount to selling the bill for cash, subject 
to its being met at maturity, the holder thus obtaining the use of the money before 
the bill falls due. 

The consideration for so obtaining the money in advance is termed ‘discount’, 
and is based, in the case of good bills, upon the rates ruling at the date of discoimting. 
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on the bill itself. 
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This discount has no connection with cash discount or trade discount, and must not 
be confused therewith, as it is more in the nature of interest. 

The entries in the books on discounting a bill are to debit the cash book and credit 
Bills Receivable Account with the face value of the discoimted bill. If the holder’s own 
banker discounts the bill for him, the banker will credit him with the face value of the 
bill and debit him with the discounting charge, and the entry in the trader’s cash 
book will be made on that basis. Should the holder sell the bill to another bank or to 
a bill broker, he will receive a cheque for the net amount. He may then debit his 
cash book with that amount, which will be posted to the credit of Bills Receivable 
Account, and make a journal entry on the same day, debiting Discounting Charges 
Account and crediting Bills Receivable Account with the discount charged by the 
buyer of the bill; or he may record it as explained in the first case above mentioned. 
The latter treatment is recommended. 

A contingent liability remains on a discounted bill until it matures and is met, since, 
if such a bill is dishonoured, the holder has a right of recourse against the drawer 
and all previous indorsers. A note should be made on the Balance Sheet of the amount 
of the contingent liability on discounted bills which have not yet matured, except 
where it is anticipated that a definite liability will materialise, when specific provision 
therefor should be made in the accounts. 

Illustnition 

In the books of T. Atkinson, the following debit balances appear on 1st July 19..: 

£ 

H. Marshall SO 

J. Wilson 70 

F. Johnson 90 

Also the following credit balances: 

W. Black .. 90 

F. White.80 

H. Brown ,. 40 

Enter these balances in the Ledger, and from the particulars given in the Bills Receivable 
and BillsPayable books illustrated on pages 107-8, make the necessary entries in T. Atkinson’s 
books. 

CASH BOOK 


19.. 

Fo. 

£ 

B. 

d. 19.. 

Fo. 

£ a. 

d. 

Aug. 4 Bills Receivable .. 

1 

50 

0 

0 Sept. 12 

Discount 3 1 

1 1 

0 

Sept. 12 . 

1 

90 

0 

® - 15 

BillsPayable .. 2 i 

90 0 

0 





» 22 

Noting Oiargea - 
jrWibon’s Die- 



' 




1 

honoured Bill .. 5 j 

S 

0 


LEDGER 

BILLS RECEIVABLE ACCOUNT 







§ 4 ] 


BILLS OF EXCHANGE, PROMISSORY NOTES, ETC. Ill 


BILLS PAYABLE ACCOUNT 


1 

Fo. ! 

£ (. d. 

' 1 

19.. 


1 Pa 

I Cash 

C.B. 1 I 

90 0 0 

1 Sepu 30! 

1 

SundriM .. 

.. 1 B.P.B. 1 


DISCOUNTING CHARGES ACCOUNT 


19.. 

Sept. 12 I 


19.. 
July 1 


19.. 
July 1 

Sept. 22 


19.. 
July 1 


19.. 
July IS 


1 

! Fo. 

£ s. d. 1 

Sundries .. .. j C.B. 1 

1 1 .0 ' 


H. MARSHALL 



Fo. 

£ s. d. ‘ 

19., 

Balance brought for* 


1 

July 2! 

forward 


Ub 

O 

o 

o 

1 



J. WILSON 


Fo. 

£ s. d. 

19.. i 

Balance brought for¬ 



Aug. 1 1 

ward .. 


70 0 0 

1 

Bills Receivable Ac¬ 


1 

i 

count - DUhon- 


1 


onred Bill 

J. 1 

70 0 0 1 


Noting Charges 

C.B. 1 

5 0| 

_ 1 




F. JOHNSON 



£ s. d. 

19.. 

Balance brought for¬ 



Sept. 9 

ward .. 


90 0 0 



W. BLACK 




Fo. 

£ 8. d. 

1 

19.. 

Billg Payable 


B.P.B. 1 

90 0 0 

July 11 

1 


suit Receivable .. 


Bills Receivable 


Bills Receivable 


Balance brought for> 
ward 


I 

i 


I 

I 


Fo. 

B.R.B. 1 


Fo. 

B.R.B. I 


Fo. 

B.R.B.1 I 


F. WHITE 


Bills Payable 

•• 

Fo. 

B.P.B. 1 

£ s. d. 
80 0 0 

19.. 
July 1 

Balance brought for¬ 
ward .. 

i 









t 

210 


I. d. 
0 0 


£ a. d. 
SO 0 0 


£ 1. d. 

70 0 0 


£ s. d. 
90 0 0 


£ I. d. 

90 0 0 


£ a. d. 
80 0 0 


H. BROWN 


19.. 
Aug. 3 

Bills Payable 

Fo. 

B.P.B. 1 

£ s. d. 
40 0 0 

19.. 
July 1 

Balance brought for¬ 
ward .. 


£ B. d. 

40 0 0 






. 


. 


(e) Advances on the Security of Bills 

Sometimes arrangements may be made with the banker for the bills to be deposited 
with him, and an advance of a proportion of the amount to be made against them. 

In these cases, the bills are not discounted, but remain the property of the trader, 
who deposits them with the bank as security for the advance. In effect, he pledges 
them with the banker. In the trader’s books the bills will accordingly remain as assets 
in the Bills Receivable Account, an Advances on Bills Account being credited and 
cash debited with the amounts of the advances received. 
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When a bill matures, the banker will collect the proceeds and account to the trader 
for the excess of the amount received over the sum advanced plus the interest charged. 
The following entries should be made in the trader’s books on receiving notification 
from the bank that a bill deposited as security has been paid: 

(1) Debit Advances on Bills Account and credit Bills Receivable Account with the full 
amount of the Bill. 

(2) Credit Advances on Bills Account and debit Interest on Advances Account with 
the interest charged by the bank. 

(3) Debit Cash and credit Advances on Bills Account with the balance of the proceeds 
of the bill received from the bank. 

If notification is received from the bank that a bill deposited as security has been 
dishonoured, the trader will have to repay the advances made on the bill by the bank, 
together with the bank’s charge for interest and expenses. He should accordingly 
debit Advances on Bills Account with the amount of the bill, and Interest Account 
with the bank interest, crediting cash with the total amount so paid. 

Illustratioii 

Amongst the ledger balances of a limited company, carrying on business as shippers, there 
appeared the following on 31st March: 

£ 

Bills Receivable 8,620 

Export Bank Ltd. Advances on Bills Account .. 6,535 

„ „ „ Special Margins Account .. 816 

Note. The Special Margins Account represents amounts deposited with the Export Bank 
to provide additional security in respect of the bills against which the bank has made 
advances. 

The undermentioned transactions took place: 

April 3 Received from Export Bank Ltd. £26 10s. Od., being balance of proceeds of bill 
No.308 for £150, a sum of £3 10s. Od. having been charged for interest on the 
advance. 

„ 12 Advice from Export Bank Ltd. of payment of bill No.320 for £200, which had 

been advanced against in full. The bank sent a debit note for interest for 
£4 15s. Od. and a cheque was sent for this. 

„ 15 Advice from the company’s own bankers of the receipt of £185 being proceeds of 
bill No.312 for that amount, sent to them for collection. 

„ 20 Advice from Export Bank Ltd. that X.Y. of Bombay had refused to take delivery 
of goods relating to bill No.316 for £125, and that the documents had been 
handed over to the company’s agents. The bank claimed repayment of their ad¬ 
vance of £100, plus interest £4 2s. Od., and a remittance was sent to them 
accordingly. 

Received from A. Y. Co. an acceptance for £200 (bill No.330), against which the 
Export Bank Ltd. advanced £160. 

,, 30 Export Bank Ltd. advised having received £350, being payment in full of bill 
No.324. They deducted their advance of £280, plus interest £6 5s. Od., and placed 
the balance to the credit of the company’s Special Margins Account. 

May 20 Received from the Bombay agent a remittance for £70, being the net proceeds of 
the sale by him of the goocb originally sold to X. Y. The a^nt advised that he had 
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lodged with X. Y. a claim for the shortfall, plus an amount of £10 for warehousing 
the goods prior to the sale as this may have to be paid by the company. 

May 23 Advice from Export Bank Ltd. of the receipt by them of £55, being payment on 
account, against partial delivery, of bill No.317 for £165, upon wliich they had 
made an advance of 80 %. 

The company’s own bankers were the Empire Bank Ltd. All amounts received were paid 
to the credit of the company’s account there and all payments made by cheque. 

Shew - by means of ledger accounts - how the foregoing transactions would be entered in 
the books of the company, and bring down the balances on the various accounts. 

BILLS RECEIVABLE ACCOUNT 


Mar. 31 
Apr. 20 


Balance b/f. 

A. Y. Co. Bill No.330 


June 1 1 Balance b/d. 


£ ». d. ' ! 

8,620 0 0 Apr. 3 1 

200 0 0 12 i 

I ■; •• *5 

..20 

' ' ., 30 

!| May 31 : 

i £8.820 0 0'! ! 


: 7,810 0 0 


Export Bank Ltd., Bill No, 308 
Export Bank Ltd., BUI No.320 
Caah,BUl No.312 
X. Y., BiU No.316 
Export Bank Ltd., BUI No. 324 
Balance c/d. 


; £ 

a. 

d. 

150 

0 

0 

; 200 

0 

0 

185 

0 

0 

125 

0 

0 

350 

0 

0 

: 7.810 

0 

0 

i £8,820 

"o" 

*0 



SUSPENSE ACCOUNT - RECEIPT ON ACCOUNT OF BILL NO.317 AGAINST 

PARTIAL DELIVERY 


May 31 I Balance c/d. 


£ a. d. I 

55 0 0 I May 23 Export Bank Ltd. 


£ a. d. 
55 0 0 


ji June 1 I Balance b/d. 


55 0 0 


Apr. 3' 
.. 12 


.. 30 

May 23 j 
.. 31 


EXPORT BANK LTD. - ADVANCES ON BILLS ACCOUNT 


BmNo.308.. 

BUI No.320.. 

Cash 

Cash, repayment of advance on 
BiU No.316 

BUI No.324. 

Bill No.317. payment on account 
Balance c/d. 


ISO 0 O'. Mar. 31 Balance brought forward 

200 0 0 I Apr. 3 Cosh, Bill No.308 

4 IS 0 ij I Interest, BUI No.308 .. 

11 ,. 12 Interest, Bill No.320 ,. 

104 2 0 ! , 20 Intereat, Ml No,316 ,. 

350 0 0 '! 20, Cash, advance againat BiU No.330 

55 0 0 i „ 30 Interest, BUI No.324 .. 

5 940 0 0 / Special Margins Account, Balance 

I re BUI No.324 


£ 6,803 17 0 


£ a. d. 
6,535 0 0 
26 10 0 

3 10 0 

4 15 0 
4 2 0 

160 0 0 
6 5 0 

63 15 0 

£6,803 17 0 


l| June 11 Balance b/d. 


i 5,940 0 0 


EXPORT BANK LTD.-SPECIAL MARGINS ACCOUNT 


Mar. 31 Balance brought forward 

Apr. 30 Advances on aUb Account 


£ a. d. 

816 0 0 1 May 31 
63 IS 0 I 

£879 15 0 I 


Balance c/d. 


£ 1 . d. 

879 15 0 


£879 15 0 


June 1 Balance b/d. 


879 IS 0 



BiU No.316, not accepted 
War^ouaing Expenses Account 
Suspense 


125 0 0 May 20 
10 0 0 || „ 311 
£135 0 0 .i I 


Cash - Sale of goods covered by 
BUI No.316 
Balance c/d. 
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£ t. d. 


Apr. 3 

Export Bank Ltd. 

3 10 0 

M 12! Export Bank Ltd. 

4 15 0 

.. 20 

Export Bank Ltd. 

4 2 0 1 

.. 30 

Export Bank Ltd. 

6 5 0 i 

£18 12 0 I 

June 1 

Balance b/d. 

18 12 0 i| 

r 


May 31 


Balance c/d. 


[Chap. VI 



£ 1. d. 
IS 12 0 


£18 12 0 


§5. Accommodatioii Bills 

An Accommodation Bill is one to which a person has put his name, whether as a 
drawer, acceptor or indorser, without valuable consideration, for the purpose of 
accommodating some other party who desires to raise money by negotiating it. 

Since no consideration has passed between the parties to an accommodation bill, 
neither party can sue the other on the bill, should it be dishonoured. When once it 
has been discounted or otherwise negotiated, however, any third person who has 
given value for the bill may enforce pa>’ment by action against the acceptor, the 
drawer, or any prior indorser of the bill. 

There are three common methods of raising money on accommodation bills: 

(1) Where one party, for the convenience of another, accepts a bill without valuable 
consideration, to enable the drawer to discount the bill and thus raise money, the 
drawer repaying the acceptor when the bill becomes due. 


Illustration (1) 

For B’s accommodation A accepted a bill on 1st January 19.., for £100 at three months. 
B discounted the bill forthwith, and paid the proceeds, viz,, £98, into his bank. 

On the bill falling due A met it and notified B, who had arranged to reimburse A on the 
due date. B, however, was unable to do this, but arranged to give A immediately a cheque 
for £50, and a bill at one month for the balance. This bill was duly met at maturity. 

Show the entries as they would appear in the books of both A and B, and state at what 
date the bills fell due. 

A’s BOOKS 
B’s ACCOUNT 


19.. 1 

1 ^ 1 

19.. 

' ■ j 

£ 

Jan. 1 ! Bail Payable .! 

! 1001 

April 4 

Caah 

so 

i ; 

1 

•t 

Bills Receivable 

.50 

! 1 

1 j 

£100 

^_i 


i 

£100 


BILLS PAYABLE ACCOUNT 


19.. 


£ 

19.. 


£ 

April 4 

Cash. 

100 

Jan. 1 

B . 

too 


CASH BOOK 


B 

Billi Receivable .. 


£ 

so 

SO 

19.. 
April 4 

Billi Payable 

•• 


£ 

too 



£100 





£100 
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BILLS RECEIVABLE ACCOUNT 



B . 

! £ 

19.. ! 



£ 


50 

May 7: Cosh 

.. 

• 

SO 




1 I 





19., 

April 4 Cash 
„ Bills Payable 


B's BOOKS 
A’s ACCOUNT 

I' • ' I ’ 

£ I 19 . , £ 

SO : Jan. I Bills Receivable ., 100 

_ 50 I I 

£100!, £100 


BILLS RECEIVABLE ACCOUNT 


19.. j £ 19.. ' 

Jan, II A .. .. 100 I Jan. 1 ; Cash 

I £100 


19.. i 

Jan. 1 i Bills Receivable 


19.. 

Jan. 1 Cash 


CASH BOOK 

I ! 

£ !; 19.. I 

100 'i Jan. 1 I Discounting Charges 
I; April 4 1 A 

Ij May 7 Bills Payable 


DISCOUNTING CHARGES ACCOUNT 




BILLS PAYABLE ACCOUNT 


19.. 
May 7 

Caih 


£ 19.. 

SO April 4 

A 









Note. The first bill fell due on the 4th April, and the second on the 7th May. 


(2) Where one person draws a bill on another party, who accepts it, without valuable 
consideration, for their mutual convenience. The bill is discounted by the drawer, 
who immediately remits half the proceeds to the acceptor, remitting the cash to 
meet his half share when the bill becomes due, each party sharing the expenses of 
discount. 

Ulustration (2) 

For the mutual accommodation of A and B, A.draws a bill on B for £100 at three months on 
1st January 19... B accepts the bill and returns it to A, who discounts it with his bankers on 
4th January at 6 per cent., the arrangement being that A and B shall share the proceeds 
equally. 

On the bill falling due A remits his proportion, and the bill is met in due course by B. 
Show the entries as they would appear in the books of both A and B, making calculations 
in months. 
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A’s BOOKS 


B’s ACCOUNT 


19.. 


£ s. d. ! 19.. 


£ s. d. 

Jan. 4 

Cash 

49 S 0 Jan. 1 

Bilb Receivable 

100 0 0 


Discount 

15 0 , 



April 4 

Cash 

SO 0 0 1 





£100 0 0 ! 

1 

i 


£100 0 0 


BILLS RECEIVABLE ACCOUNT 


19.. 

Jan. I B .. 


CASH BOOK 

19.. I £ 8 . d. 19.. ! I £ ». d. 

Jan, 41 Bills Receivable 100 0 0 !, Jan. 4| Discounting Charges .. .. ' 1 10 0 

i; .. B. 49 5 0 

1 I April 4' B. 50 0 0 


DISCOUNTING CHARGES ACCOUNT 

19.. £ s. d. 19.. I £ s. d. 

Jan. 4 Cash . 1 10 0 Jan. 4 1 B. IS 0 

I ' I 


£ 

1 

s. d. 19.. 

£ 

t. d. 

100 

0 0 Jan. 4 Cash 

100 

0 0 

i 


19.. 
Jan. 1 


Bills Payable 


B’s BOOKS 
A’s ACCOUNT 


£ s. d. ; 19.. £ *. d. 

100 0 0 Jan. 4 Cash . 49 5 0 

1 „ Discounting Charges IS 0 

! April 4 Cash . SO 0 0 

£100 0 0 £100 0 0 


BILLS PAYABLE ACCOUNT 


19.. 
April 4 

Cash 

£ s. d. 
100 0 0 

19.. 
Jan. 1 

A. 

£ s. d. 
100 0 0 








CASH BOOK 


19.. ! £ s. d. 19.. ; £ s. d. 

Jan. 41 A .. 49 5 0 April 4 : Bilb Payable ... 100 0 0 

Ap^ 4' „ .. .. .. SO 0 0 I 

I . _ _ _ . 1 ,. _i_ __ __. 



Note to Illustration. 

When it is stated that a bill is discounted at a certain rate per cent, the addition of the 
words ‘per annum’ is usually implied, and the calculation of the discount should be made 
on the unexpired tenor of the bill. In practice, discount is calculated on the number of days, 
including days of grace, but in these illustrations it has been calculated in months. 
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19.. ' 

May 4 ' A - Bill met by him .. 
Aug. 7 ' Cash 

i 


BILLS PAYABLE ACCOUNT 

^ £ s. d. ! 19.. I 

.. I 300 0 0 I Jan. J A .. 

.. . 506 11 9 ; May 4 A .. 


£ I. d. 
500 0 0 
306 11 9 

£1,006 11 9 


BILLS RECEIVABLE ACCOUNT 



£ 5. d. 

19.. 

£ a. d. 

A 

500 0 0 

Jan. 1 Cosh 

500 0 0 






DISCOUNTING CHARGES, INTEREST AND EXPENSES ACCOUNT 


£ (. d. 

C^h .. .. I 8 6 8 

A. 6 II 9 



19.. 
Jan. 1 
May 4 


19.. 

Jan. 1 Bills Receivable 



CASH BOOK 

£ s. d. 19.. 
500 0 0 Jan. 1 
Aug. 7 


Discounting Charges .. 
Bills Payable 


£ s. d. 
8 6 8 
506 II 9 


It should be noted tlmt the interest charged is for the period of the new bill, Le. for the 
period for which A has to wait for his money. 


§ 6. Dishonoured BUls, Retired BUls, Short Bills, etc. 

(a) Dishonoured Bills 

When a bill is not met at maturity by the acceptor it is said to be ‘dishonoured’, and 
the entries in the books of the drawer will be to credit the Bills Receivable Account and 
debit the account of the person from whom the bill was received. 

If a bill which has been discounted by the holder with a bank is dishonoured at 
maturity, the holder will be required to meet the bill and pay the expenses incurred 
by the bank in noting it. He will accordingly credit the cash book with the amounts 
so paid and debit the account of the person from whom he received the bill. The person 
who discounted the bill will, of course, bear the discounting charge himself, but the ex¬ 
penses incurred by reason of the dishonour of the bill must be charged to the person 
who dishonoured it. Any cash discount allowed to such person should also be re¬ 
debited to him, as the condition of allowing such discount was that the bill should be 
honoured at maturity. 

(b) Retired Bills 

Bills may be ‘retired’ before their due date, either under rebate (jsee (e) infra) or for 
‘renewal’, as in the following circumstances: 

It may happen that in order to obtain more time for payment the acceptor of a bill 
may request the drawer to allow the bill to be withdrawn and a new one maturing at 
a later date to be given in its place. In such a case intere.st for the further accom¬ 
modation would usually be charged. 
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It may be that the drawer has discounted the bill and is not aware of the identity of 
the holder, or may be reluctant to approach the holder (e.g.^ his bank), as such a 
course may tend to damage his credit. If he wishes to assist the acceptor, he may give 
him a cheque for the amount of the bill to enable it to be met, and draw another 
bill for an equivalent amount, with possibly the addition of interest, for the agreed 
new tenor. The drawer would then discount this bill so as to obtain funds to meet 
the cheque. The charge for interest would compensate him for the discount which he 
would be called upon to pay in respect of the new bill. 


Illustration 

(a) K. & K. of New York, on 8th June consigned goods of the invoice value of £4,375 to 
J. & J., of London, drawing by arrangement on the F. T. Bank Ltd., in London, a three 
months draft for 80% of the invoice value. 

(b) J. & J., whose bankers are Barclays, drew a cheque on 11th Sept, to meet the draft. 

(c) In order to finance the transaction, on 10th Sept., J. & J. drew a three month's bill 
on the F. T. Bank for £3,500, discounting this bill with the F. T. Bank, who held the docu¬ 
ments of the consignment as security. The F. T. Bank charged one-half per cent, commission; 
discount was £49 11 s. 6d. The balance was passed by cheque to J. & J., who paid the cheque 
into their bank. 

(d) On 13th December, the bill in (c) was returned, J. & J. giving a cheque to meet it. 
J. & J. drew a fresh bill at three months for £4,000 on the F. T. Bank, depositing further 
security. The bill was discounted by the F. T. Bank, commission being again one-half per 
cent., discount £49 Os. lid. The balance was passed by cheque to J. and J., who paid in the 
cheque to their bankers. 

Record the transactions in J. & J.'s ledger. 


19.. 

Jane 8 I 


F. T. Bank - Bill at 3 months 
drawn osi F. T. Bank 


J. & J.’s LEDGER 
K. & K 


£ s. d. 

1 1 

19.. 1 : 


June 81 Goods .. .. • • ! 

3,500 0 0 



£ s d. 
4,375 0 0 


F. T. BANK 


19.. 
Sept. 10 

» II 
Dec. 13 


I 


Dec 13 


Bills Receivable - Bill dated 10th 
Sept, discounted .. 

Cash - Discharge of Bill dated 
8th June .. 

Cash - Discharge of Bill dated 
10th Sept. 


Bills Receivable - Bill dated 13th 
Dec. discounted .. 


£ s. d. 

3.500 0 0 
3,300 0 0 

3.500 0 0 


;i 19. 

li June 


8 , 


I Sept. 10! 


4,000 0 0 ,! 


; Dec. 13 


K. ft K., Bill at 3 rntmths accepted 
this day .. .. .. 

Bills Receivable - Bill at 3 months 
accepted this day .. 

Cash for Bill dated 10th Sept. dis. 

counted .. 

Commission 
Discounting charge 


Bills Receivable, bill at 3 months 
Cash for bin dated 13th Dec. die. 

counted ., 

Commission 
Discounting charge .. 


£ s. d. 

3.»)0 0 0 

3,500 0 0 

3.432 18 6 
17 10 0 
49 11 6 


4,000 0 0 

3,930 19 1 
20 0 0 
49 0 11 
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CASH BOOK 

19.. ' £ s. d. 19.. £ s. d. 

Sept. 10 P. T. Bank - BUI discounted .. 3.432 18 6 S^t. 11 F. T. Bonk - DiKharne of BiU 

I dated 8th June 3,300 0 0 

Dec. 13 I F. T. Bank - BiU discounted .. 3,930 19 1 Dec. 13 F. T. Bank - Disduuse of BiU 

I dated 10th Sept. .. .. 3,300 0 0 

BILLS RECEIVABLE ACCOUNT 

19.. 

Sept. 10 F. T. Bank - BiU at 3 months. 


Dec. 13 I F. T. Bank - BUI at 3 months.. I 4,000 0 0 j| Dec. 13 I F. T. Bank, bill discounted .. j 4,000 0 0 


COMMISSION AND DISCOUNTING CHARGES ACCOUNT 


F.T.Bank- 

Conunission .. 17 10 0 

Discounting 49 11 6 

F. T, Bank - 

Commission 20 0 0 

Discounting 49 0 11 


(c) Short Bills 

This is a term applied to bills which have been paid into the bank for collection to 
await maturity. They must not be confused with discounted bills, and no entry what¬ 
ever need be made in the books when they are lodged with the bank, except by way 
of memorandum. Sometimes, however, for the sake of convenience, separate bUls 
accounts are kept for the collecting banks, which are debited with all bills paid in 
for collection, and credited when the bills are met or dishonoured. It should be 
remembered, however, that the banks are not debtors for these bills, but only hold 
them as agents for collection. 

(d) Documentary Bills 

When the seller of goods which are to be exported wishes to obtain payment therefor, 
or acceptance of a bill, before the goods are actually delivered, he may, by arrange¬ 
ment with the consignee, draw a bill upon him for the value of the goods, and attach to 
the draft a copy of the invoice and the bill of lading. Such a draft is termed a docu- 
mentary bill. The bill of lading is the receipt of the master of the ship for the goods, and 
the document of title thereto. It also provides evidence of the contract of affreightment. 
These documents are handed by the consignor to his banker, who in turn forwards 
them to his own corr^pondent in the place where the consignee carries on busmess. 
To obtain the bill of lading, without which he cannot get possession of the goods, the 
consignee must either meet or accept the bill, according to the instructions given to 
the bankers. 

As a general rule the consigns is notified of the fact that a bill has been drawn upon 
him and if he accepts the bill before the arrival of the goods he does so conditionally 
‘against documents’. 

The English banker, upon receiving notification from his correspondent that the 



Sept. 10 

Dec. 13 





§6] BILLS OF EXCHANGE, PROMISSORY NOTES, ETC. 121 

bill has been accepted or met, as the case may be, credits the seller of the goods with 
an equivalent amount, less his collecting charges. 

Alternatively the bill may be discounted in the first instance, the same procedure 
being followed. 

Where goods are imported, payment is usually effected in a similar manner. 

(e) Rebated Bills 

Sometimes a bill may be met before its due date, i.c., retired under rebate, usually for 
the purpose of obtaining possession of goods or documents against which the bill was 
drawn and which cannot be released until the bill is discharged. Where this is done a 
rebate is allowed, representing interest on the amount of the bill for the period un¬ 
expired. 

On retiring a bill under rebate the cash book is credited and Bills Payable Account 
debited with the net amount paid in discharge of the bill, while the amount of the 
rebate is credited to Interest Account (or to Discounting Charges A<xount), and 
debited to Bills Payable Account. 



CHAPTER VII 


PARTNERSHIP ACCOUNTS 

N.B. Section references in this Chapter are to the Partnership Act, 1890, unless otherwise stated. 

§ 1. The Nature of Partnership 

The law of partnership is contained in the Partnership Act, 1890, and in the Limited 
Partnerships Act, 1907, the former consolidating the law then existing into the form of 
a code, and the latter amending it to permit of limited liability under certain conditions. 

Partnership is defined by the Partnership Act, 1890, as ‘the relation which subsists 
between persons carrying on a business in common with a view of profit’. The partici¬ 
pation in profits is not, however, of itself alone conclusive evidence of the existence of 
a partnership, the relationship resting upon mutual intention. Section 2 of the Partner¬ 
ship Act, 1890, sets forth circumstances where a person so participating would not 
necessarily be deemed to be a partner; e.g., the receipt of remuneration by a servant 
on the basis of a share of profits, or the payment to the widow of a deceased partner 
of an annuity consisting of a portion of the profits. It is a matter of considerable 
importance to the persons interested, since where a partnership exists, each partner 
incurs unlimited liability for all the debts and obligations of the firm. 

In the event of any person advancing money to the firm on loan, and receiving a 
rate of interest varying with the profits, or an actual share of profits, it is essential for 
him to see that the agreement is in writing and signed by, or on behalf of, all the 
parties, in order that he may not be held liable as a partner, with consequent risk of 
being called upon to meet the liabilities of the firm (Partnership Act, 1890, Section 2). 
The lender in the circumstances mentioned would be subject to a further disabili^, 
inasmuch as in the event of the bankruptcy of the firm, his claim would rank after 
those of the other unsecured creditors (s. 3). 

Persons may be co-owners of property, and may derive a profit from the use of such 
property, without being partners. The true test in such cases is whether a business is 
being carried on and whether every co-owner is ernpowered to act as agent for the 
other or others. Partnership entails the mutual agency of the partners. Each partner, 
while himself a principal, is also an agent for the other partners within the scope of 
the business carried on, and the other partners are bound by his acts so performed. 
The mere co-ownership of property does not imply such a condition. 

Not more than twenty persons (or ten in the case of a banking business) can con¬ 
stitute a partnership for carrying on a business. If associations with more than this 
number carry on business they are illegal bodies and are unable to enforce any rights 
under contracts into which they may have entered, unless they are registered under the 
Companies Act or under some other Act of Parliament, or are formed under a Royal 
Charter. 
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Partners are entitled to rely upon the utmost good faith of their «)-partners, both 
in the inception of the partnership agreement and in the carrying out of its terms. TTie 
partnership agr^ment is therefore of the class uberrima fidei, as between the partners^ 
and all material information which could influence their decision to enter into the 
agreement must be given to each other by the partners. 

A partnership may be formed for a specified term or for an indefinite period. When 
no period is fixed, it is termed a ‘partnership at will’, and any partner is entitled to 
retire upon giving reasonable notice to his co-partners. Where the partnership has 
been formed for a fixed term it may be dissolved when that term has expired, but if 
the partnership continues beyond that term it becomes a partnership at will, unless an 
agreement is entered into for a new term. 

Persons in partnership may, in the same way as persons carrying on business as 
sole traders, select whatever name they choose as the firm name. If, however, a 
name is selected which is similar to that under which another business is carried on, 
so that people may be induced to deal with the firm in the belief that they are dealing 
with the other business of that name, the Court will afford protection to the pro¬ 
prietors of the other firm by granting an injunction restraining the new firm from 
using the name. 

Where the name selected does not consist of the true surnames of off the partners 
with no addition thereto other than Christian names or initials, registration is necessary 
under the Registration of Business Names Act, 1916. The information which must 
be supplied to the registrar consists of: 

(1) the business name; 

(2) the general nature of the business; 

(3) the principal place of business; 

(4) the present Christian name and surname, any former Christian name or surname, 
the nationality, the usual residence, and the other occupations (if any) of each of 
the partners and the corporate name and registered or principal office of every 
corporation which is a partner; 

(5) the date of commencement of the business. 

Any changes in these particulars must be notified. The register is open to inspection, 
so that anyone may discover who the partners are. Firms which come within the 
operation of the Act must disclose, in legible characters, the full names and any 
former names of the partners on all trade catalogues, trade circulars, showcards and 
business letters (initials may be used instead of the full Christian names). 


§ 2. The Partnership Agreement 

Since the essence of partnership is mutual agreement, it is desirable for the partners 
to come to some understanding before entering into partnership as to the conditions 
upon which the business is to be carried on, and as to their respective rights and 
powers. 
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The Act lays down certain rules to be observed in the absence of agreement. The 
circumstances must determine whether these rules are applicable in the particular 
case, and since many matters should be decided which are not included in these rules, 
it is desirable that a formal agreement be entered into with a view of preventing disputes 
in the future. The advantages of a written agreement need no emphasis, and it is 
preferable that it should be under seal, since the character of a deed precludes con¬ 
tradiction by any party of the terms which have been agreed. 

Even though a formal agreement be made, this does not preclude subsequent 
variation where changing circumstances demand it; such variation can always be 
effected with the consent of all the partners, which may be evidenced by an amending 
agreement, or inferred from a course of dealing (s. 19). 

(а) Oauses relating to Accounts in Partnership Agreements 

The general provisions affecting questions of accounts that should be contained in 
all partnership agreements, apart from any special circumstances, are as follows: 

(1) As to capital; whether each partner should contribute a fixed amount or otherwise. 

(2) As to the division of profits and losses between the partners, including capital 
profits and losses. 

(3) Whether the capitals are to be fixed, drawings and profits being adjusted on 
current accounts, or whether they are to be adjusted on the capital accounts. 

(4) Whether interest on capital or on drawings, or both, is to be allowed or charged 
before arriving at the profits divisible in the agreed proportions, and if so, at what 
rate. 

(5) Whether current accounts (if any) are to bear interest, and, if so, at what rate. 

(б) Whether partners’ drawings are to be limited in amount. 

(7) Whether partners are to be allowed remuneration for their services before arriving 
at divisible profits and if so, the amounts thereof. 

(8) That proper accounts shall be prepared at least once a year and that these shall be 
audited by a professional accountant, and signed by all the partners. 

(9) That such accounts when duly signed shall be binding on the partners, but shall 
be capable of being reopened within a specified period on an error being discovered. 

(10) The method by which the value of goodwill shall be determined in the event of 
the retiretnent or death of any of the partners. 

(11) The method of determining the amount due to a deceased partner and the manner 
in which the liability to his personal representatives is to be settled, e.g., by a lump 
sum payment within a specified period, by instalments of certain proportions, etc., 
and the rate of interest to be allowed on outstanding balances. 

(12) In the event of there being any partnership insurance policies, the method of 
treating the premiums thereon and the division of the poliQr money. 
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(b) Rules as to the Rights and Duties of Partners in the absence of Agreement 

Section 24 of the Partnership Act, 1890, which applies to all partnerships in so far as 
there is no agreement to the contrary^ provides as follows: 

The interests of partners in the partnership property, and their rights and duties in 
relation to the partnership shall be determined, subject to any agreement, express or 
implied, between the partners, by the following niles: 

(1) All the partners are entitled to share equally in the capital and profits of the 
business, and must contribute equally towards the losses, whether of capital or 
otherwise, sustained by the firm. 

(2) The firm must indemnify every partner in respect of payments made and personal 
liabilities incurred by him— 

(fl) in the ordinary and proper conduct of the business of the firm; or 

(b) in or about anything necessarily done for the preservation of the business or 
property of the firm. 

(3) A partner making, for the purpose of the partnership, any payment or advance 
beyond the amount of capital which he has agreed to subscribe, is entitled to 
interest at the rate of 5 per cent, per annum from the date of the payment or 
advance. 

(4) A partner is not entitled, before the ascertainment of profits, to interest on the 
capital subscribed by him. 

(5) Every partner may take part in the management of the partnership business. 

(6) No partner shall be entitled to remuneration for acting in the partnership business. 

(7) Noperson maybe introduced as a partner without the consent of all existing partners. 

(8) Any difference arising as to ordinary matters connected with the partnership 
business may be decided by a majority of the partners, but no change may be made 
in the nature of the partnership business without the consent of all existing partners. 
(In the absence of any agreement to the contrary no majority of partners may expel 
a partner (s. 25).) 

(9) The partnership books are to be kept at the place of business of the partnership 
(or the principal place, if there is more than one), and every partner may, when he 
thinks fit, have access to and inspect and copy any of them. 

The duties of a partner are as under; 

(а) To act with the utmost good faith in his relations with his co-partners. 

(б) To render true accounts and full information of all things affecting the partner¬ 
ship to any partner or his legal representatives (s. 28). 

(c) To account to the firm for any benefit derived by him without the consent of the 
othei partners from any transaction concerning the partnership, or from any use 
by him of the partnership property, name or business connection (s. 29). 

(d) To refrain from competing with the firm. Where a partner, without the consent 
of his co-partners, carries on a competing business, he must account for and pay 
over to the firm all profits made by him in that business (s. 30). 
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§ 3. The usual Adjustments necessary in Partnership Accounts 

Before ascertaining the profits which are divisible in the agreed proportions, adjust¬ 
ments are frequently necessary in respect of all or any of the following matters: 

(a) Interest on Capital 

By charging against profits interest at a fair commercial rate on the capital employed 
in a business, it can be seen whether the balance of profit remaining is sufficient to 
justify the continuance of the firm with unlimited liability, since the interest charged 
may be regarded as approximately the income the partners would have derived from 
the investment of their capital in securities involving little or no risk. Apart from this, 
however, where there are two or more partners with unequal capitals, the effect of 
charging interest on capital is to adjust the rights of the partners inter se as regards 
capital, giving each a reasonable return on his capital before dividing the balance of 
profit in the agreed proportions. Where the capital is fixed, and the profits are shared 
in the same proportions as capital, the charging of interest makes no difference to the 
ultimate amount credited to each partner. Even in such cases, however, it may be 
desirable to charge interest for the first reason mentioned above. 

Interest on capital should be calculated for the period during which the business has 
had the use of the capital, allowance being made for any additions or withdrawals 
during the period. The partners’ Capital or Current Accounts will be credited with 
the amount of the interest, and the Profit and Loss Appropriation Account debited. 

It may happen that the profits of the business in a particular year are less than the 
interest on capital credited to the partners. In such circumstances, unless the partner¬ 
ship agreement provides an alternative method, the interest should be charged in full, 
the resulting ‘loss’ being borne by the partners in the proportions in which they share 
profits. In this manner the real result of the trading for the period is disclosed. 

As already shown, partners are not entitled to interest on capital unless the payment 
thereof is expressly authorised by the partnership agreement. 

Illustration 

A, B and C, sharing profits and losses equally, have capitals of £10,000, £5,000 and £2,000 
respectively, on which they are entitled to interest at 5 % per annum. The profits for the year, 
before charging interest on capital, amounted to £550. Show how the profits will be divided 
between the partners. Calculate to the nearest £. 


APPROPRIATION ACCOUNT 


Interait on Capitals - 

A . 

B . 

C .. .. .. 

£ 

500 

250 

100 

£ 

850 

1 

1 Profit for the year 

1 Balance being ‘loss’ transfefTed to Cuirent 

Accounts^ 

A •* 

£ 

100 

100 

100 

£ 

550 

t 


30 0 








£850 



£850 
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Appropriaticn Account: Lou 
Balance c/d. 


PARTNERSHIP ACCOUNTS 
PARTNERS’ CURRENT ACCOUNTS 


i A ! 

i 

B 1 

c 

< 1 

£ 

£ 

! 100 

100 1 

too 

; 400 1 

ISO 1 

- 1 

; £500 1 

250 ! 

too 1 

M , 1 


Interest on Capital 


Balance b/d. 
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! A ' 
i £ ' 

i 500 ' 


B 

£ ' 
250 


C 

£ 

too 


£500 ! 250 100 


400 ' 1.50 — 


(b) Interest on Drawings 

Frequently partners make drawings in varying amounts and at irregular intervals, 
and in such cases if interest is charged the rights of the partners are adjusted. In many 
cases, however, drawings are made by mutual agreement and no interest is charged at 
all. 

Where interest is charged, it is usually calculated at a fixed rate per cent, per annum 
from the date of each drawing to the date the accounts are closed, the amount 
being credited to the Profit and Loss Appropriation Account and debited to the 
partners’ Current Accounts. 

(c) Partners’ Salaries 

As already stated, in the absence of agreement no partner is entitled, before arriving at 
the amount of divisible profits, to remuneration for his services to the firm. In the 
following cases, however, it may be desirable for the partnership agreement to provide 
for the payment of salaries to the partners: 

(1) Where some of the partners take a greater or more effective part in the conduct and 
management of the business than others. 

(2) Where there are junior partners, whom it is desired to remunerate by way of a 
fixed salary plus, perhaps, a small percentage of the profits. 

(3) Where the partnership business is wholly managed by the partners, and it is desired 
to ascertain the true profit, after such a charge for managerial services has been 
made as would have been incurred had the business not been managed by the 
proprietors. 

Where the agreement provides for the payment of salaries to partners, it must be 
realised that such payments, although designated salaries are, like interest on capital, 
merely in the nature of preferential shares of the divisible profit. The amounts of such 
salaries should, therefore, be debited to Profit and Loss Appropriation Account, and 
credited to the partners’ Current or Capital Accounts, the actual payments, when 
made, being treated as drawings and debited to the partners’ Capital or Current 
Accounts. Alternatively, if the partners’ salaries are drawn at regular intervals, they 
may be debited direct from the Cash Book to the partners’ Salaries Accounts, which 
should ultimately be closed by transfer to the Profit and Loss Appropriation Account 

Dlnstration 

Duck, Drake and Cygnet carried on a retail business in partnership. The partnership agree¬ 
ment provides that: 
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(1) The partners are to be credited at the end of each year with salaries of £1,000 to Duck and 
£500 each to Drake and Cygnet, and with interest at the rate of 5 per cent per annum on 
the balances at the credit of their respective capital accounts at the commencement of 
the year. 

(2) No interest is to be charged on drawings. 

(3) After charging partnership salaries and interest on capital, profits and losses are to be 
divided in the proportion: Duck, 50 per cent., Drake 30 per cent, and Cygnet 20 per cent., 
with the proviso, however, that Cygnet’s share in any year (exclusive of salary and interest) 
shall not be less than £1,000, any deficiency to be borne in profit sharing ratio by the 
other two partners. 

The Trial Balance of the firm at 31st December, 19.. was as follows: 


Partners' Capital Accounts; 

Duck - Balance Ist January 
Drake - .. ., 

Cysnet - „ 

Partners’ Current Accounts: 

Duck ~ Balance 1st January 

Drake - . 

Cygnet - „ » 

Sales 

Trade Creditors 
Shop Fittings at cost 

„ „ Provision for Depreciation, 1st January 

Freehold Premises - cost 
Leasehold Premises - purchased during year 
„ „ - additions and alterations 

Purchases .. 

Stock on hand, 1st January .. 

Salaries and Wages 

Office and Trade Expenses .. 

Rent, Rates and Insurance .. 

Professional Charges 
Debtors 

Provision for Doubtful Itebts, 1st January 
Balance at bank 

Drawings, other than monthly payments: 

Duck 

Drake 

Cygnet 


Dr. 

£ 


3,600 

6,000 

4.500 

2.500 
28,000 

4,200 

6,400 

4,520 

1,050 

350 

2,060 

4,370 

1,700 

1,100 

900 


! £71,250 


Cr. 

£ 

8,000 

5,000 

3,000 

1,600 

1,200 

800 

46,500 

3.700 

1,400 


50 


£71,250 


You are given the following additional information: 

(1) Stock on 31st December was valued at £3,600. 

(2) A debt of £60 is to be written off and the provision against the remaining debtors should 
be 5 per cent. 

(3) Salaries and Wages include the following monthly drawings by the partners: Duck £50, 
Drake £30, Cygnet £25. 

(4) Partners had during the year been supplied with goods from stock and it was agreed that 
these should be charged to them as follows: Duck £60, Drake £40. 

(5) On 31st December, rates paid in advance and office and trade expenses owing were £250 
and £240 respectively. 

(6) Depreciation of shop fittings is to be provided at 5 per cent, per annum on cost. 

(7) Professional Charges include £250 fees paid in respect of the acquisition of the leasehold 
premises, which fees are to be capitalised. 

(8) The cost of and the additions and alterations to the leasehold premises were to be written 
off over twenty-five years, commencing on 1st January in the year in which the premises 
were acquired. 
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You are required to prepare: 

(a) the Trading and Profit and Loss Account for the year ended 31st December, 19... 

(b) the Balance Sheet as on that date; and 

(c) Partners’ Current Accounts in columnar form for the year ended 31st Decembtf, 19... 


DUCK, DRAKE AND CYGNET 
TRADING AND PROFIT AND LOSS ACCOUNT 
(a) For the Year Ended 31st December, 19.. 


II 


Stock, 1st January .. 


1 ^ i 

1 4.200; 

Sales 

Purchases .. 


1 28,000 ; 

Goods supplied to partners 



' 32,200 


Less Stock, 31st December 


1 3,600 


Cost of Sales 


i 28,600 1 


Gross Profit, carried down . . 


18,000 1 



1 £46,600 j. 

Salaries and Wages 


1 i 

; 5,140! 

Gross Profit, brought down 

Office and Trade Expenses 


4,760 


Rent, Rates and Insurance .. 


; 800 


Pror^sionol Charges 


1 100 


Bad Debts 


. no 


Amortization or Leasehold Premises .. 


290 


Depreciation of Shop Fittings 


1 180 


Net Profit, carried down 


: 6,620 




£18.000 


Partners' Salaries: 

£ 


1 

Duck 

1.000 

1 

j Net Profit, brought down 

Drake .. 

500 

1 

1 

Cygnet .. 

500 

1 

, 


■ 1 1 ■■ 

-| 2,000 

i 

Interest on Capital: 


1 


Duck 

400 



Drake .. 

250 

i 


Cjgnet .. 

150 




' 

-1 800 


Shares of Net Profit: 


1 


Duck. SO per cent. 

1,910 

1 


Lsss Transfer to Cygnet 

147 

1 




-I 1.763 


Drake. 30 per cent. 

1,146 

1 


Less Transfer to Cygnet 

89 

1 . 




-j 1,057 


Cygnet, 20 per cent. 

764 

1 


Add Transfer from Duck and Drake 

236 

1 




1.000 



£ 

46.500 

too 


£46,600 

18,000 


£18,000 

6,620 


£ 6,620 



(b) BALANCE SHEET as on 31st December, 19.. 


Capital Accouvis; 

Duck 

Drake 

Cygnet - • 

£ 

8,000 

5,000 

3,000 

£ 

16,000 

1 

! Fixed As.sets: 

1 Freehold Premises - cost 

Leasehold Premises - cost 

Less Provision for amortization 

.. 

£ 

7,250 

290 

£ 

6,000 

6,960 

2,020 

Current Accounts: 

Duck 

2,403 

1,507 

1.250 

Snop Fittings - cost .. 

Less Provision for depreciation 

•• 

3.600 

1,580 

Drake • ■ 





Cygnet .. • • ■ ■ 

5,160 



1 

14,980 



Current Assets: 

I Stock 

! Debtors . 

1 Less Provision for Doubtfkil 

1 Debts 



CURR^ Liabiuties: 

Trade Creditors 

Expense Creditors 

3,700 

240 

21,160 

3,940 

£2,000 

100 

3.600 

1,900 

250 

4,370 




Payments in Advance 

Balance at Bank 

. . 

10,120 




1 





£25,100 

i 

» 



£25.100 




i 



...... 
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PARTNERS* CURRENT ACCOUNTS 



Goods 

Cash 

Balance, carried forward 

Duck Drake Cygnet 

£ ' £ £ 

60 40 — 

2.300 1 J.460 1,200 

2,403 ' 1.S07 , 1,250 

Balances, brought forward 
Salaries .. .. .. 

Interest on Capiul .. .. 

Share of Proht .. 

1 

Duck 

£ 

1,600 

1,000 

400 

1,763 

1 

Drake ’ Cygnet 
£ . £ 

1,200 ! 800 

, 300 1 500 

1 230 130 

j 1,057 1 1,000 


£4,763 ,£3,007 £2.450 


i £4,763 

i £3,007 

£2,450 


Balances, brought forward 

. ! 2,403 

1,507 

1,250 


§4. Partners’ Fixed Capital Accounts; Current Accounts; Loan Accounts 

(a) Fixed Capital and Current Accounts 

Where, as is usual, the partnership agreement provides for a fixed amount of capital 
to be contributed by each partner, it is preferable for the amounts thereof to be 
credited to the respective partners’ Capital Accounts, and for partners’ drawings, 
salaries, interest on capital and shares of profit to be dealt with in Current Accounts, 
as in the above illustration. This enables a clear distinction to be made in the 
accounts between fixed capital (no part of which should be withdrawn, except by 
agreement) and undrawn profits. If partners’ drawings, salaries, interest and shares of 
profit are passed through the Capital Accounts, the balances on these accounts will be 
constantly fluctuating, and there may be a danger of a partner’s capital being depleted 
by drawings in excess of his share of profits, etc., without particular attention being 
drawn to the fact. 

(b) Partners’ Loan Accounts 

Where a partner makes an advance to the firm as distinct from capital, the amount 
thereof should be credited to a separate Loan Account, and not to the partner’s 
Capital Account. This is important, since under the Partnership Act, 1890, advances 
by partners are repayable on dissolution in priority to capital. Moreover, even in the 
absence of agreement on the point, a partner is entitled, under the Partnership Act, 
1890, to interest at 5 per cent per annum on advances made to the firm, whereas he is 
not entitled to interest on capital. Interest on a partner’s advance at the agreed rate 
(or, in the absence of agreement, at 5 per cent per annum) should be credited to his 
Current Account, and debited to Profit and Loss Account. In this respect also, an 
advance by a partner differs from capital contributed by him, since interest on the 
advance is as much a charge against profit as interest paid on a loan from a person 
who is not a partner. Interest on capital, on the other hand, is’ an appropriation of 
profit, being in the nature of a preferential allocation of divisible profits. 

§ 5. Goodwill in Partnership Accounts 

(a) Definition and Valuation of Goodwill 

The following are some judicial definitions of goodwill: 

‘The goodwill of a business is the advantage, whatever it may be, which a person 
gets by continuing to carry on, and being entitled to represent to the outside world 
that he is carrying on a business, which has been carried on for some time previously’ 
(Warrington, J., in Hill v. Fearis (1905), 1 Ch. 466). 
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‘[Goodwill] is a thing very easy to describe, very difficult to define. It is the benefit 
and advantage of the good name, reputation and connection of a business. It is the 
attractive force which brings in custom. It is the one thing which distinguishes an old 
established business from a new business at its first start... Goodwill is composed 
of a variety of elements. It differs in its composition in different trades and in different 
businesses in the same trade. One element may preponderate here, and another there* 
(Lord Macnaughten in Commissioners of Inland Revenue v. Muller (1901), A.C. 217). 

From the accountant’s viewpoint, goodwill, in the sense of attracting custom, has 
little significance unless it has a saleable value. To the accountant, therefore, goodwill 
may be said to be that element arising from the reputation, connection, or other 
advantages possessed by a business which enables it to earn greater profits than the 
return normally to be expected on the capital represented by the net tangible assets 
employed in the business. In considering the return normally to be expected, regard 
must be had to the nature of the business, the risks involved, fair management re¬ 
muneration and any other relevant circumstances. 

The goodwill possessed by a firm may be due, inter alia, to the following: 

(a) The location of the business premises. 

(b) The nature of the firm’s products or the reputation of its service. 

(c) The possession of favourable contracts, complete or partial monopoly, et| 

(d) The personal reputation of the partners. > 

(e) The possession of efficient and contented employees. 

(/) The possession of trade marks, patents or a well-known business name. 

(g) The continuance of advertising campaigns. 

(/r) The maintenance of the quality of the firm’s product, and development of the 
business with changing conditions. 

(/) Freedom from legislative restrictions. 

Although a firm may possess goodwill, it is not customary to raise an account 
for it in the books except to the extent that cash or other assets of the firm have been 
used to pay for it. It follows, therefore, that when goodwill exists and is unrecorded 
in the books, the capitals of the partners of the firm are understated to the extent of 
the value of their respective shares of the goodwill. Even though a Goodwill Account 
may at some time have been raised in the books, the Goodwill Account would not be 
adjusted to give effect to every variation in its value, and in most cases, therefore, the 
partners’ capitals are at all times under-stated or over-stated in the books to some 
extent by their shares of the unrecorded appreciation or depreciation in the value of 
goodwill. 

As the amount by which goodwill is undervalued (or overvalued) in the books is a 
profit (or a loss) to be shared by the partners in their agreed profit-sharing ratio, any 
alteration in the proportions in which profits and losses are shared, without first 
making an adjustment in the book value of goodwill, will result in an advantage to 
one or more partners and a disadvantage to others. 
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In each of the following cases a change in the profit-sharing ratio takes place and 
therefore, unless a Goodwill Account already stands in the books at its correct value, 
some adjustment must be made: 

(1) upon the introduction of a new partner; 

(2) upon the retirement or death of a partner; 

(3) upon an agreed change in profit-sharing ratio between the partners. 

Various methods are advocated for the valuation of goodwill. In many cases the 
method adopted is a purely arbitrary one and is often governed by the custom of the 
particular trade in which the business is engaged. The more usual bases of valuation 
are as follows: 

(a) The average profits of a given number of past years multiplied by an agreed 
number. Thus, ‘three years’ purchase of the net profits’ is commonly spoken of as 
the basis upon which goodwill is to be valued. 

This method is purely arbitrary and will frequently produce a figure for goodwill 
out of all proportion to its true value. 

lilustration (1) 

The average net profit made by A, B & Co. for the past five years has been £1,000 per annum 
before charging interest on capital and partners’ salaries. 

The average capital employed in the business has been £10,000. 

On the basis of three years’ purchase of the net profits £3,000 would be payalile for the 
goodwill of the firm. It is apparent, however, that no goodwill actually exists; in fact, there 
is a hadwill, since no one would be prepared to pay £13,000 for a business which produces 
only £1,000 per annum before making any provision for fair remuneration to the proprietors 
in respect of their services to the business. Allowing say £500 per annum for the services of 
the proprietors, only £500 per annum remains for interest on capital invested and, therefore, 
at 10% per annum such a business would be worth as an investment only £5,000, irrespective 
of the fact that £10,000 was invested in it. 

(b) The average gross income of the business for a number of past years multiplied by 
an agreed number. 

This method is frequently adopted by professional firms, but is subject to the same 
disadvantages as those described above. In many cases the gross income of certain 
years will have been inflated by business of a non-recurring nature, and therefore the 
purchaser will be paying for goodwill calculated on income which'he himself will not 
enjoy. Further, it is quite conceivable that the expenses incurred in earning the gross 
income may be so great that there is actually a loss, in which case a sum will be payable 
for the ‘goodwill’ of a business from which a loss is to be expected. 

(c) The capital value of an annuity for an agreed number of years of an amount equal 
to the average super profits of the business. 

Super profits are the profits in excess of the amount necessary to pay a fair return 
upon the capital invested in the business, having regard to the nature of the business 
and the risks involved and a reasonable remuneration for the services of the partners 
who work therein. 
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niustration (2) 

The average net profits expected in the future by A, B & Co. are £10,000 per annum. 

The average capital employed in the business is £50,000. 

The rate of interest expected from capital invested in this class of business, having regard 
to the risk involved, is 10%. 

Fair remuneration to the partners of the firm in respect of their services to the business is 
estimated to be £2,500 per annum. 


Valuation of Goodwill 

£ 

Average annual profits .. 

Less Interest on capital employed 

at 10% .. 5,000 

Partners’ remuneration (say) 2,500 


Annual super-profit 


£ 

10,000 


7,500 

£2,500 


It is now necessary to ascertain the present value of an annuity of £2,500 per annum for a 
suitable number of years. Alternatively, 'x years’ purchase’ of £2,500 may be taken as the 
value of goodwill, according to the number of years that could be regard^ as necessary to 
build up such a goodwill, discounted by reference to the fact that any goodwill purchased is 
a wasting asset, since the influence of the vendor diminishes as that of the purchaser increases. 

{d) The value of the business as a going concern is estimated by reference to the 
expected earnings and the yield required, and from the figure arrived at the value of 
the net tangible assets is deducted, the difference being taken to represent the value 
of goodwill. 

niustration (3) £ 

Estimated future annual profit .. lO.OfX) 

Less Partners’ remuneration .. 2,5(X) 


Available for interest on capital em¬ 
ployed .. .. .. £7,500 


Assuming a yield of 10 % per annum is expected the capital value of the business is £75,000. 
If the value of the net tangible assets of the business is £50,000 the goodwill is worth a 
maximum of £25,000. This figure may have to be discounted as the earning of super-profits 
entails greater risks than the earning of the smaller amount required to provide a fair 
return on money invested in tangible assets. 

(b) Methods of treating Goodwill in the case of an Incoming Partner 

It has already been stated that if the value of goodwill is unrecorded in the books the 

Capital Accounts of the partners are understated by the value thereof. 

Assume that the following is the Balance Sheet of the firm of A and B, who share 
profits in the proportion of two-thirds and one-third respectively: 
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A AND B 
BALANCE SHEET 


CariMl Accounit: 
A 
B 


Sundry Creditors 


i 



£ 


Land and Buildings 


5,250 


Plant and Machinery .. 


3.075 


Stock-in-Trade 

, 

4,500 

12,000 

Hook Debts .. 

£3,000 



Less Provision 

. , 150 


3,975 


1 

2.850 


Cash at Bank 


300 

£15,975 



£15,975 






The goodwill of the firm is valued at £6,000 and, therefore, the true capitals of A 
and B are £4,000 and £2,000 respectively more than the amounts standing to the 
credit of their Capital Accounts. As these increments arise from the fact that goodwill 
is not recorded in the books, it is apparent that some adjustment must be made in the 
event of the introduction of a new partner, in order that he shall not take a share 
of goodwill without payment. 

There are, for all practical purposes, three methods of dealing with the question of 
goodwill upon the introduction of a new partner. 

(1) An account is raised in the old firm’s books for the full value of goodwill, the old 
partners’ Capital Accounts being credited therewith in the proportions in which they 
share profits or losses. The new partner may or may not bring in capital according 
to the agreement. In any event, whatever he brings in will be credited to his Capital 
Account. The effect of this method is to increase the old partners’ Capital 
Accounts to the extent of the value of goodwill previously unrecorded. 


niustration (1) 

Assuming the facts given above, A and B agree to admit C into partnership, giving him a 
one-fifth share of profits; C to bring in capital to the extent of one-quarter of the combined 
capitals of A and B after adjustment for goodwill. A's and B's proportions of profit in 
the new firm are to be in the same ratio between themselves as before. 

Give journal entries recording these transactions, and prepaic llie Balance Sheet of the 
new firm, assuming C to have brought in the requisite cash, stating the proportion in which 
profits will in future be shared. 


JOURNAL 


Goodwill 

To A Capital Account 

B . ..... 

Being creation of Goodwill at agreed on admittance of C into partnership. 


Dr. 6,000 
.. 1 4,000 

2,000 


Dr. ! 4.JOO I 


Cash . 

To C Capital Account 

Being Capital brought in. one-fourth of £12,000 + £6,000. 


£ 

4.500 
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A, B AND C 



BALANCE 

SHEET 




t 



£ 

Capital Account*: 


Goodwill 



A .. . 

i:8,.s()0 

l.and and Buildings 


5,250 

AM Goodwill 

4.00U 

Plant and Machinery 


3,075 


- i:.?oi> 

SicKk-in-Trade 


4,500 

B 

3..M)0 

Book 

AJ.IKIO 


AM Goodwill 

2,000 

Less Provision 

I5U 



- 5.500 


_ 

2.850 

C 

4.SIK> 

Cash at Bank 


4.800 

Sundry Creditors 

.t,975 





i26,475 



’ £26.4~75 


As C IS to receive one-fifth ol the profits, the icmainirijj lour-nfths nuist be diviJcU- J ■ | (O A ' I 

j ■' I lt> B -■ «= 1 » 

lensiiifi i C. 1 I 

Note to Illustration. 

Since the goodwill now stands in the books at its full value, and the amounts thereof 
attributable to A and B are included in the amounts standing to the credit of their Capital 
Accounts, if the business were sold and the goodwill realised its book value, A and B would 
automatically receive cash for their shares of the goodwill. If, on the sale of the business, the 
goodwill realised more or less than its book value, the difference would represent a profit or 
loss arising after the admission of C as a partner, and would be divided between A, B and C 
in their new profit-sharing ratio, viz. 8:4:3, 

It is sometimes agreed, on the admission of a new partner, that he shall acquire a 
share of goodwill, without payment, over a period of years. This recognises the fact 
that the sources of goodwill of a business arc constantly changing and that the good¬ 
will existing at the dale of the new partner’s admission is gradually replaced by a new 
goodwill, to the building up of which the new partner has contributed. Effect may be 
given to such an agreement by writing off the book value of the goodwill over an 
agreed period of years against the Capital Accounts of the old partners only in the 
proportions in which the goodwill was originally credited to them. For example, if, 
in the above illustration, it were agreed that C should acquire his share of the firm’s 
goodwill, without payment, over ten years, in each year £600 should be written off 
the goodwill account, A’s capital account being debited with £400 and B’s with £200. 
By this means goodwill would disappear from the books by the end of the ten years, 
and would become an undisclosed asset, the proceeds of which, if sold, would be 
divisible between A, B and C in profit-sharing ratio. C would thus have acquired his 
share of the goodwill without making any payment to A and B, Alternatively, if it is 
desired to retain goodwill in the books at £6,000 instead of writing down the goodwill 
by £600 a year C’s Capital account would be credited with one-fifth of that amount, 
viz., £120, A’s Capital Account being debited with £80 and B’s with £40. In this way 
C’s Capital Account would be credited over the period of ten years with £1,200, being 
the value of his one-fifth share of the book value of the goodwill, A’s and B’s accounts 
being debited vrith £800 and £400 respectively. 

(2) No Goodwill Account is raised in the books, but the proportion of the agreed 

value of goodwill attributable to the incoming partner’s share of profit is paid for 
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by him in cash. The additional cash brought in by the new partner for the acquisi¬ 
tion of a share of goodwill is credited to the Capital Accounts of the old partners in 
the proportions in which they shared profits before the introduction of the new 
partner. The cash brought in by the new partner as his capital will be credited to 
his Capital Account in the normal manner. 

Illustration (2) 

Assuming the same facts as for the previous example, but that no goodwill account is to be 
opened in the books on C’s admission, the latter introducing £3,300 as his capital and 
£1,200 for his share of goodwill. 

Show by journal entries the adjustments to be made on C’s introduction, and the Balance 
Sheet of the new firm. 


JOURNAL 


Caith 

To Capital Accounts; 

A two-thirds 
B one-third 

Being payment by C for a one hfth share in the Goodwill. 



£ 

1,200 


£ 

800 

400 


Cash 

To C Capital Account 
Being Capital introduced by C. 


Dr. 


£ 

3,300 


£ 

3.300 


A, B AMD C 
BALANCE SHEET 


Caj^tal Accounts: 

B 

C 

Sundry Creditors 


> £ 

Land and Buildings .. 
£9,300 ' Plant and Machinery 

3,900 Stock-in-Trade 

3,300 Book Debts 

-. 16,300 il Less Provision 

.. 3.975 ; 

; Cash at Bank 


' £30,475 


£3.000 

150 


I 


£ 

5,250 

3,075 

4,500 


I 2,850 

4,800 


£20,475 


(3) The third method is similar to the second, with the exception that the money paid 
by the incoming partner for goodwill is not left in the business but is paid to 
the old partners personally in the proportions in which they share profits and 
losses. In this case there will be no entries in the books, unless the amount is first 
paid into the firm’s account and then withdrawn, in order to keep some record of 
the transaction. Naturally this method is the least advantageous of all to the in¬ 
coming partner, as the money which he pays for goodwill is not utilised for the 
general benefit of the business. It must be appreciated that it is only in the ultimate 
disposition of the cash that this method differs from the second. 
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By methods (2) and (3) the old partners, A and B, are compensated in cash for the 
shares of their existing goodwill which they surrender to C, and the goodwill remains 
an undisclosed asset, the proceeds of which, if sold, would now be divided between 
A, B and C in their agreed profit-sharing ratio. C would thus recover the sum paid by 
him for a share of goodwill, plus or minus his share of any increase or reduction in its 
value since he became a partner. 

(4) Where the goodwill stands in the books at less than its true value, on the admission 

of a new partner either of the following courses may be followed: 

(a) The book value of the goodwill may be entirely written off against the old 
partners’ capital accounts in their original profit-sharing ratio. Any cash paid by 
the new partner for a share of goodwill would then be credited to the old 
partners, as in method (2) or (3) above. 

(b) The book value of the goodwill may be written up to its full value by crediting 
the old partners in profit-sharing ratio, with their shares of the amount by which 
the goodwill is written up. The position would then be as in method (1) and any 
sum paid in by the new partner would be credited to his Capital Account. 

(c) If it is desired to retain the goodwill in the books at its existing book value, which 
is less than its true value, the incoming partner should only be required to pay for 
a share of the undisclosed goodwill. For example, if in the above illustration the 
goodwill stood in the books at £1,000, its true value being £6,000, and it was 
desired to retain the asset in the books at £1,000, C should only pay to A and B 
in respect of his share of goodwill one-fifth of £5,000 = £1,000, which sum 
should be credited to A and B in profit-sharing ratio. The capital accounts of A 
and B are already credited with their respective shares of the £1,000 goodwill 
appearing in the books and they are, therefore, entitled to no payment from C 
in respect thereof. 

(c) Goodwill affecting Outgoing Partnos 

When a partner retires or dies, it is usual for his share of the goodwill to be deter¬ 
mined, either according to the terms of the original agreement or by valuation, and 
for such an amount to be credited to his Capital Account as represents bis proportion 
of the value of the goodwill so ascertained. 

It will be appreciated, however, that such an adjustment would not be necessary if 
an account for goodwill, at its correct value, already stood in the books of the firm. 

The amount to be credited to the retiring or deceased partner’s account in respect 
of goodwill may be debited to Goodwill Account, or, if it is preferred that no Good¬ 
will Account shall be raised, or that the balance appearing on an existing Goodwill 
Account shall not be altered, to the Capital Accounts of the remaining partners 
in their profit-sharing proportions. 
lUnstnition 

The following is the Balance Sheet of A, B & Co. on 31st December 19.. on which date A 
retires. Profits and losses have been shared in the ratio of 3 :2 :1, and B and C continue the 
business sharing profits in the ratio of 2:1. For the purposes of A’s retirement goodwill is 
valued at £5,000. 

B2 
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BALANCE SHEET, as at 31st December 19.. 


Capital Accounts; 


£ 

Goodwill .. 

A 

.. £16,000 . 


Freehold Property . 

B 

5,000 . 


Plant and Machinery 

C 

4,000 


Stock-in-Trade 

Current Accounts: 

A 

C 

Sundry Creditors 

£400 ’ 
100 

25,000 

500 

3,592 

Sundry Debtors 

Cosh at Bank 


' £29,092 


[Chap. Vn 


£ 

1.000 

13,500 

2,493 

6.159 

4.832 

1,108 


£29,092 


Show by journal entries the adjustments necessary on A’s retirement, having regard to the 
fact that the partners do not wish to increase the present book value of goodwill. 


JOURNAL 


Capital Accounts: 

H two>thirds ... 

C one-third .. 

To Capital Account A . .. 

Purchase from A of onc-hatf of the unrecorded value of Goodwill. 


Current Account A . 

To Capital Account A 
Transfer of balance on retirement. 


Capital Account A 

To Loan Account A 

Transfer of balance due to A on his retirement pending settlement. 


Dr. 

£ 


1,333 


667 


Dr. 

4(X) 

Dr. 

: 18,400 


£ 

2.000 

400 

18.400 


Note to Illustration. 

As the value of goodwill has been agreed at £5,000, an increase over its book value is dis¬ 
closed of £4,000. Of this sum A is entitled to one-half, and as the book value of the goodwill 
is not to be increased, B and C must be debited therewith in their profit-sharing proportions 
as they have, in effect, purchased this share of goodwill from A. 

It will be appreciated that the same amount would have been credited to A had the Good¬ 
will Account been raised to its real value, thus: 


Goodwill Account 

To Capital Accounts— 

A on»'half 
B one-third 
C one-sixth 

Adjustment necessary to increase Goodwill Account to its correct value. 

An alternative arrangement is sometimes made whereby a retiring partner receives, 
in lieu of an amount representing his share of the goodwill, an anmuty, or a proportion 
of the profits, for life or for an agreed number of years. This method is not to be 
recommended, however, as the ultimate amount which will be paid by the continuing 
partners for the old partner’s share of goodwill will be uncertain and may have little 
relationship to its true value. 

(d) Treatment of Goodwill on a change in the ratios in which profits are shared by partners 
When partners agree that the proportion in which they share profits and losses shall 
be changed, it is necessary for all the assets of the firm, including goodwill, to be re¬ 
valued, in order that each partner may be credited or charged, before the change in 
the division of profits take effect, with his proper share of any unrecorded profit or 
loss in respect of these assets. 


Dr. 


£ 

4,000 


2,000 

1.333 

667 
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niustration (1) 

The following is the Balance Sheet of X, Y & Z, at 31 st December 19.., The partners agree 
that from 1st January 19.. they will share profits in the ratio of 3 : 2 : 1, instead of in their 
former ratio of 2 : 2 : 1. 


X, Y AND Z 

BALANCE SHEET, as at 31st December 19.. 




£ 1 


£ 

Carital Accounts* 



Goodwill 

4,000 

X 

. . £10.000 


Land and Buildings 

6,(XI0 

Y 

*,000 


Plant and Machinery 

4,000 

Z 

3,000 


Stock 

5,500 


— 

18.000 • 

Sundry Debtors 

.3,100 

Sundry Creditors 


7,5*10 

Bills Receivable 

2,000 


Cash at Bank 

900 



£25.500 


£25,500 


The assets of the firm are revalued as under: £ 

Goodwill 6,000 

Land and Buildings 8,500 

Plant and Machinery .. 3,500 

Stock .. 5,000 

Sundry Debtors .. 2,600 

Bills Receivable 2,000 


Show by journal entries the adjustments which must be made on the occasion of the 
change in the profit-sharing ratios between the partners. 


JOURNAL 


Sundries 


Df. 


To Revaluation Account 

Goodwill 

Land and Buildings 

Adjustment to record increase in value of assets as at 31st December 19 

.. 

2.000 1 
2,500 

i 

4,500 

Revaluation Account .. ... 

To Plant and Machinery 

Stock 

Bad Debts Provision 

Adjustinent to record decrease in value of assets at 31st December 19.. 

Dr. 

1 

1,500 ' 

500 

500 

500 

Revaluation Account 

To Capiul Accounts: 

X two-fifths 

Y two-fiflhs 

Z one-fifth 

Dr. 1 

3.000 : 

( 

1,200 

1,200 

600 


Transrer of balance a« at 3Ut December 19.., in old profit-sharing ratio, 2.2:1. 


If it is desired to restore the assets to their original book values the above entries may be 
reversed, the partners being debited with the differences disclosed in their new profit-sharing 
ratio. Alternatively, to avoid writing up the assets in the first place a Memorandum Re¬ 
valuation Account could be prepared to disclose the net increase in the value of the assets, 
and the following entry made: 
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STATEMENT SHOWING ADJUSTMENT NECESSARY 
Net increase in value of assets .. £3,000 




X 

Y 

Z 


£ 

£ 

£ 

£ 

Proportion thereof applicable to each partner in old 
ratio, 2:2:1 

3,000 

1,200 

1,200 

600 

Proportion thereof applicable to each partner in new 
ratio, 3:2:1 

3,000 

1,500 

1,000 

500 

Adjustment 

— 

+£300 

—£200 

-£100 


JOURNAL 


£ £ 

Ciwital Account X . l>i. 300 

To Capital Accounts: 

Y .. 200 

Z 100 

Adjustment between partners consequent upon a change in the proflt-sharing ratios as shown by the state¬ 
ment above. 


Another alternative is for the net increase in the assets to be credited to the partners’ 
Capital Accounts in their original profit-sharing ratio, and then debited to the Capital 
Accounts in the new ratio. 

CAPITAL ACCOUNTS 


Revaluation Account - Net in¬ 
crease in value of assets 
written off m new ratio 
3:2:1 
Balance c/d. 


X 

Y 

Z 


£ 

£ 

K500 

1,000 

500 

9,700 

5,200 

3,100 

£11,200 

£6,200 

£3.600 


I 


Balance b/C, 

Revaluation Account - Net in¬ 
crease in value of assets 
in old ratio 2:2:1 


Balance b/d. 


X 

Y 

Z 

£ 

£ 

£ 

10,000 

5,000 

3,000 

1.200 

1.200 

600 

£11,200 

£6,200 ! 

£3,600 

9,700 • 

5,200 

3,100 


In effect, X has purchased gth — |th = Tuth (or £300) of the net increase and is accord¬ 
ingly debited with that amount, whilst Y has sold f th — ^th — /sth (or £200) and Z ^ — ith 
= (or £100) and their accounts are credited with those amounts. If the capitals are to 
be restored to their original amounts X must pay in £300, Y withdrawing £200 and Z £100. 

In more complicated cases it may be desirable to open a special Adjustment 
Account, in which to record the transactions. 


Illustration (2) 

A, B, C, D and £ are partners in A & Co., making up accounts to 31st December each year. 
The capital of the firm is contributed in proportion to their shares in profits and losses. No 
Goodwill Account appears in the books. 

As from 1st January, 19.., those shares change under the partnership deed as under: 


A 

B 

C 

D 

E 


Previous to 
1st January 
40 per cent. 


30 

15 

10 

5 


ff 

3f 

99 

9* 


99 

99 

99 


As from 
1st January 
30 per cent. 


25 

20 

15 

10 


99 

9* 

99 

99 


99 

99 

99 

99 


99 
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The partnership deed further provides that partners whose shares increase shall purchase 
goodwill from the partners whose shares diminish on the basis of 2^ years’ purchase of the 
average profits for the preceding five years. 

The profits for those years were £20,700, £16,250, £17,000, £16,950 and £16,300 respec¬ 
tively. 

The following further arrangements are made at 31st March: 

(1) The capital of the firm, which was £20,000, is to be reduced as from 1st January to 
£18,000. 

(2) A agrees to lend E £1,250 towards the sum due by £ as a result of the adjustment. 

(3) B receives C’s personal cheque for £2,500 and A receives D’s personal cheque for £2,000. 

(4) E, having regard to the state of his account with the firm obtains from his wife securities, 
which he sells for £1,750, handing the proceeds over to the firm. D follows his example 
paying in £1,000. 

An additional account, called ‘Adjustment Account’, is opened for each partner in the 
firm’s ledger, through which the above-mentioned transactions are to be passed. 

The entries incidental to the transactions and arrangements indicated above are all made 
in the firm’s books at 31 st March, on which date the Adjustment Accounts are closed by the 
payment in or withdrawal of cash; no record is, however, retained in those books of E’s 
liability to pay and A’s right to receive the above-mentioned loan of £1,250. 

The accounts will appear as follows: 


CAPITAL ACCOUNTS 


1 

A j 

1 ® ^ 

D 

F 

i 

A 

B 

C 

O 

E 


£ ' 


£ 

£ 

I 

£ 

t 

£ 

£ 

£ 

Adjustment Accounts, 

1 




Balances b/f. 

8,000 

6,000 

3,000 

2,000 

1,000 

reduction in cepital 

2,600 

1,500 ' — 

— 

— 

Adjustment Accounts, 

1 





Balances c/d. 

S400 

4,500 1 3.600 

2,700 

1,800 

increase in capital 

.... ^ 

— 

600 

700 

800 

£ 

8,000 

6.000 j 3,600 

2,700 1 

1 1,800 

£ 

8,000 

6,000 

3,600 

2,700 

1,800 


1 

1 ' 

1 i 

: ! ! 

Balance b/d. 

5,400 

4,500 

3,600 1 

2,700 

1,800 


ADJUSTMENT ACCOUNTS 



A 

B C 

D : E 


£ 

1 £ £ 

1 £ 

Purchase of goodwill 

— 

— 2,180 

2,180 > 2,180 

Capital Accounts .. , 

— 

i _ 600 

700 1 800 

C - personal cheque < 


, 2,500 — 

- 1 ““ 

D - personal cheque 

2,000 

; 

— I — 

E - personal loan .. 

1,250 

a— — 

' ! ““ 

Cash - to balance 

3,710 

1 1.180 — 

120 , 20 

i 

£' 

6,960 1 

3,680 i 2,780 

3,000 i 3,000 


: A B 

c 

D ! 

E 

1 £ ' £ , 

£ 

£ 1 

£ 

Sale of goodwill .. 14,360 2,180 

. ^ 

. 1 


Capital Accounts .. ! 2,600 1,500 

... 


1 —* 

B - personal cheque — ' — 

2.500 

... 


A - personal cheque — — 

— 

2.000 

1 

Cash .. .. 1 — : — 


1.000 

1,750 

A - personal loan .. — ! — j 


... 

1,250 

Cash - to balance • ■ | — ' — 

280 

— 


£[ 6,960 1 3,680 

2,780 

{ 3,000 

3,000 


Notes to Illustration. 

(1) The Adjustment Accounts are personal accounts for the partners, being credited with 
amounts due to them and debited with amounts due by them respectively in respect of the 
adjustments. Payments by partners are then credited and payments to them debited to 
their respective Adjustment Accounts. 

(2) Transfers are made from Capital Accounts to Adjustment Accounts to reduce the total 
capital to £18,000 and to adjust the holdings of the partners to the new proportions as at 
1st January. 

(3) The value of the goodwill, on the basis stated, is £43,600. Since A’s share of the total 
profit is to be reduced by 10 per cent, and B’s by 5 per cent., A and B are, in effect, selling 
HiTTiilftT shares of goodwill, and their Adjustment Accounts must therefore be credited with 
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£4,360 and £2,180 respectively. C, D, and B are purchasing these shares in equal pro¬ 
portions, since the share of profit of each is to be increased by 5 per cent. The Adjustment 
Account of each must therefore be debited with £2,180. 

(4) Since no record is to be retained in the books of E’s liability to pay and A’s right to 
receive the loan of £1,250 made by A to E, this loan, so far as the firm is concerned, is 
tantamount to a payment to the firm by E and a withdrawal by A of £1,250. A’s Adjust¬ 
ment Account is therefore debited, and E’s credited, with £1,250. E then owes this £1,250 
to A outside the business. 

(e) Life Assurance Policies to provide for repayment of share of a deceased partner 

In some cases partners effect assurance on their lives, either jointly or severally, in 
order to provide the cash required to pay out the whole or part of the capital and 
goodwill of a partner who dies. Such an assurance is of particular advantage where 
the surviving partners have insufficient resources outside the business to purchase a 
deceased partner’s interest in the partnership. 

Partnership life assurance may be dealt with in the accounts by any of the following 
methods: 

(i) The premiums paid on the policy are written off to Profit and Loss Account, 
thereby reducing the profits divisible between, and available to be withdrawn from, 
the business by the partners. This has the effect of charging the partners with the 
cost of the assurance in the proportions in which they share profits. No account in 
respect of the policy appears in the books, so that the value of the policy at any 
time represents a secret reserve which belongs to the partners in profit-sharing ratio. 
Accordingly, on the death of a partner, each partner’s Capital Account must be 
credited with his proper share of the policy money received. The cash so made 
available can then be applied in or towards the sum due to the representatives of 
the deceased partner. 

The advantage of this method is that it. avoids the danger of the working capital of 
the firm being depleted by the withdrawal of cash to pay the premiums, the cost of 
the assurance being borne by the partners out of their shares of profit. 

(ii) A Life Policy Account is opened in the books, to which the premiums are debited 
as and when they are paid. The policy will thus appear in the books as an asset at 
cost, and the amount receivable on the death of a partner will be credited to this 
account, any difference between the amount standing to the debit of the account 
and the sum received being divided between the partners in profit-sharing ratio, and 
credited to their respective Capital Accounts. 

Although this method has the advantage of disclosing the existence of the asset 
acquired by the payment of the premiums, if (as is usually the case in the early years 
of the policy) its surrender value is less than the total amount of the premiums paid, 
the policy will appear in the books at more than its current realisable value. Further¬ 
more, as the profits disclosed by the accounts are not reduce by the premiums, if the 
whole of the profits are withdrawn the premiums will, in effect, have been paid out of 
capital, and the liquid resources of the business may become unduly depleted. 
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(iii) The premiums paid are debited to a Life Policy Account, as in method (ii), but 
the book value of the policy is adjusted each year to its surrender value by a transfer 
from Profit and Loss Account. This overcomes the objection, referred to in method 
(ii), to the policy appearing in the books at more than its realisable value. It does 
not, however, conserve the working capital by reducing the divisible profits by the 
premiums paid. 

(iv) The premiums paid are debited to a Life Policy Account, and a sum equal to the 
annual premium is debited each year to Profit and Loss Account and cr^ited to a 
Life Policy Fund Account. The book value of the policy is then adjusted to sur¬ 
render value by a transfer from the Life Policy Fund Account instead of from 
Profit and Loss Account. On the death of a partner the sum received under the 
policy will be credited to the Life Policy Account, any profit disclosed by the 
account being transferred to the credit of the Life Policy Fund Account. The final 
balance on the latter account will now represent a reserve equal to the total sum 
received under the policy, and will be transferred to the credit of the partners’ 
Capital Accounts in their profit-sharing proportions. 

This method has the advantages of disclosing the existence of the asset at its 
realisable value and also of avoiding the danger of depleting the working capital of 
the firm. 

Each of the above methods is exemplified by the following illustration: 

Illustration 

A, B and C are in partnership, sharing profits in the proportion of two-thirds, one-sixth, and 
one-sixth respectively, and in order to provide cash for the immediate payment of a portion 
of the amount due to any one of them in the event of death, in respect of both capital and 
goodwill, an assurance was effected on their lives jointly for £9,000 without profits, at an 
annual premium of £350. 

A died on the 30th June 19.., three months after the annual accounts had been prepared, 
and in accordance with the partnership agreement, his share of the profits to the date of 
death was estimated on the exact basis of the profits for the preceding year. In addition to 
this, the agreement provided for interest on capital at 5 per cent, per annum on the balance 
standing to the credit of the capital account at the date of the last Balance Sheet, and also 
for goodwill, which was to be brought into account at two years’ purchase of the average 
profits for the last three years, prior to charging the above-mentioned insurance premiums, 
but after charging interest on capital. 

A’s capital on 31st March 19.., stood at £12,000, and his drawings from then to the date 
of death amounted to £900. 

The net profits of the business for the three preceding years amounted to £3,350, £4,150 
and £4,050, respectively, after charging interest on capital but before charging insurance 
premiums, or adjustments of the Policy Account to surrender value (as the case may be). 

The total premiums paid on the life policy to 31st March preceding A’s death amounted 
to £4,500, and the surrender value at that date was £4,000. In that year it became necessary 
to debit Profit and Loss Account with £250 in order to adjust the Policy Account to the 
surrender value of the policy. 

You are instructed to adjust A’s capital account as at the date of death, for a settlement 
with his executors. 
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Method (i) 



A’S CAPITAL 

ACCOUNT 



i £ !| 


£ 

Drawings 

.I 900 

Balance b/d. 

Interest on Capital SX for 3 months 

Profit to date of death 

Goodwill 

12,000 

Balance c/d. 

.I 23,000 1 

1 , 

1 

150 

617 

5,133 


t 

,1 

i £23.900 j| 

Insurance Policy, two-thirds of £9,000 

6,000 

£23,900 


■i 

Balance b/d. 

23,000 


Notes 

(1) The value of goodwill is arrived at as follows: £ 

Profit 1st year .. .. 3,350 

„ 2nd „ .. .. .. 4,150 

3rd. 4,050 


3)11,550 


Three years’ average profit £3,850 


Total amount of Goodwill .. £7,700 

A’s Share = two-thirds of £7,700 = £5,133 

(2) A’s share of profit for the 3 months to the date of death, based on the profit of the pre¬ 
vious year is | x i x £(4,050 — 350) = £617. 


Method (ii) 


A’s CAPITAL ACCOUNT 


Drawings 
Babuice c/<l. 


£ 


£ 

900 

Balance b/d. 

12,000 

20,058 ; 

Interest on Capital - 3 months 

150 

Profit to date of death 

673 


Goodwill 

Life Policy Account - share of profil.. 

5,133 

' 

3,000 

£20.958 I 


£20,958 

, 

i 

Balance b/d. 

20,058 


Note. A’s share of profit is | x J x £4,050 = £675. 


LIFE POUCY ACCOUNT 


Balance (Premiums paid to date) b/d. 
Profit— 

A two-thirds 
B one-aiath 
C one-sixth 



£ 

4,500 

j 

' Cash 

£ 

9,000 

£3,000 

750 

750 

4,500 




£9,000 


£9,000 
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A’s CAPITAL ACCOUNT 


Drawingi 
Balance c/d. 


£ 


£ 

900 

Balance b/d. 

12,000 

30,350 

Interest on Capital 

ISO 

Profit to daw of death 

Goodwill 

Life Policy Account - share of profit.. 

633 

5.133 

3,334 

£21,250, 


£21,250 


Balance b/d. 


20.3S0 


Note 

The divisible profit for the previous year was £4,050 less £250 charged to Profit and Loss 
Account and credited to Policy Account to adjust it to surrender value = £3,800. A’s share 
is S X i X £3,800 = £633. 


LIFE POLICY ACCOUNT 


Balance (surrender value) b/d. .. 4,000 , Cosh 

Profit; 

A two-thirds .. £3,334 

B onc-sixtb .. 833 

C one-sixth 833 

- 5.000 i 


£9,000 || 



£ 

9.000 


£9,000 


Method (iv) 


Drawings 
Balance c/d. 


A’S CAPITAL ACCOUNT 



23,000 



Balance b/d. 


* * 

12,000 

Interest on Capital 



150 

Profit to date of death 



617 

Goodwill 



5,133 

life Policy Fund Account .. 



6,000 

£23,900 

Balance b/d. 



23,000 


Note 

A’s share of profit is as in method (i). 


LIFE POUCY ACCOUNT 

I £ ! £ 

Balance b/d. .. "I 4,000 Cash .. .. ■ • I 9,000 

Lift Policy Fund - Profit transferred .. g .OOO _ 

”15,000 I £ 9,000 

__ __ _ l". 

UFE POLICY FUND ACCOUNT 


Balance transferred to partners; 
A two-thirds 
B one-sixth 
C one-sixth 



Balance b/d. .. ,, 

Lift Policy Account, profit transfened 


9,000 
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(f) Readjustment of partners’ shares of profit over a period of years 
When a manager or other servant of the firm is admitted into partnership, it is some¬ 
times agreed that retrospective effect shall be given to the new arrangement, as if, 
from the point of view of sharing profits, he had become a partner at an earlier date. 
In such a case an entry must be made at the commencement of the new partnership, 
debiting the original members of the firm and crediting the incoming partner with the 
amount (if any) found to be due to him in respect of the earlier period. 


Dlostration 

A and B have carried on business for four years, and their books show the following 
results: 


£ 


First year 

Loss 788 

Second year 

. Profit 3,635 

Third year 

4,129 

Fourth year 

5,362 


The capital (in which no change has been recoided in the books during the four years) is 
A £30,000, B £20,000, the profits and losses being divisible in these proportions; and in 
addition to the capital there is a loan from C (the manager) of £5,000 at 5 per cent. The 
above results are after charging 4^ per cent, interest on capital, 5 per cent, interest on the 
loan, and C’s salary of £500 per annum. 

At the end of the fourth year the partners agree to adjust the accounts by treating C as a 
partner from the commencement, his loan of £5,000 to be regarded as capital, entitling him 
to one-eleventh of the profits, and carrying 4| per cent, interest instead of the 5 per cent, 
paid on the loan, but his salary is reduced to £400 per annum for the whole period of four 
years. 

Make the necessary entries to adjust the accounts to accord with the new arrangement, and 
show how the loss of the first year and the profits of the second, third and fourth years are 
divisible between A, B and C. Calculations to be made to the nearest £. 

Under the new arrangement the divisions are as follows: 


First Year: 

Loss £788 - Interest £25 and Salary £100 = Loss £663 .. A tO,55 .. 

B 20/55 ... 

C 5/55 . 

1.0SS 

£ 

362 

241 

60 

£663 


Second Year: 

Profit £3.635 4 Interest £25 and Salary £IOt) ^ Profit £3.760 .. A 30/55 

B 20/55 .. 

C 5/55 .. 

Profit 

2,051 

1.367 

342 

£3,760 


Third Year: 

Profit £4,129 + Interest £25 and Salary £100 Profit £4,254 A 30''5S 

B 20/55 .. 

C 5/55 .. 

Profit 

2,320 

1.547 

387 

£4,254 


Fourth Year: 

Profit £5,362 + Interest £25 and Salary £100 -= Profit £5,487 .. A 30/55 .. 

B 20/55 .. 

C 5/55 . 

Profit 

2,993 

1.995 

499 

£5,487 
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Oy ihe above iirrangcment C receives the Tollowing; 
Second Year.. 

Third . 

Fourth „ .. 


First Year Loss 

il25 per annum for 4 years, w'r., tl5 tnterest ({% on £5.000) and £100 salary to be taken at £400 
instead of £500 per annum 

^4ct Credit for C .. . 

Debit to A three-fifths of £668 
„ B two-fifths of £668 

A s Current Account will therefore be debited with £401, and B's with £267, C’s being credited with £668 

(g) Where a jHroportion of one partner's share of profit is home personally by another 

It occasionally happens, where a member of the staff of a private firm is taken into 
partnership, that the difference between the amount of his share in the profits as a 
partner and the amount which, as an employee he would have received by way of 
salary, plus possibly a commission varying with the profits, is not shared by all the 
other partners, but is borne personally by one or more of them. 

Illustration 

A and B are in partnership, sharing profits and losses in the proportions of three-fifths and 
two-fifths respectively. 

On the 1st January they admit to partnership C, their managing clerk, giving him a one- 
fourth share of the profits. 

Previous to 1st January, C had been in receipt of a salary of £900 per annum, and a 
commission of 10 per cent, upon the net profits after charging such salary and commission. 

In accordance with the terms of the partnership agreement, any excess over his former 
remuneration to which C becomes entitled as a partner is to be provided out of A’s share of 
the profit. The profit for the year ended 31st December amounts to £7,500. Divide this 
amount between A, B and C. Calculations to be made to the nearest £. 




Oivhion 111 profit under old arrangement. 

Profit Tor year ended 31st December 
Lcm Cs' share as mansging clerk - Salary 

Commission; 10% of £6,000 (/.r., .Vi.lhs of £7.500 ■ £900 


£6,600) 


Viviiion of profit under new arrangement; — 

C's share - one-fourth of £7,500 .. • 

/.CM Salary and Commission receivable in capacity ol Managing C le.t as above 

Excess of C’s present share over former share, chargeable to A personally 


A’s share - three-fifths of £6,000 
Less amount chargeable to A on account of C's share 


£ 

900 
600 I 


£ 

7.500 

1.500 


£6.000 

' 1,875 

1,500 

£375 

' 3,600 
i 375 

I £3,M5 


B's share - two fifths of £6,000 


£2,400 


The profit of £7,500 for the year ended 31st December will accordingly be divided between 
the partners as follows: 
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£ 

3,225 
2,400 
1,875 

£7,500 


Note 

10 per cent of the profit after charging the commission is equivalent to I'lli of the profit 
before charging the commission. The profit after charging the commission is therefore 
Kg X £6,600 - £6,000. 

§6. Outgoing Partners 

In the absence of any agreement or uniform usage to the contrary, a partner, on 
retirement, or the representative of a deceased partner, is entitled to have the partner¬ 
ship assets, including goodwill, revalued on a proper basis as at the date of the retire¬ 
ment or death, and any appreciation or depreciation so revealed taken into account 
in computing the sum due to him or them. The total amount so ascertained to be due 
is normally a debt due by the firm to the retired partner or the representatives of the 
deceased partner. 

An agreement may, however, be made between the partners whereby, in the event of 
the death or retirement of a partner, the remaining partners shall assume, personally, 
the liability for the amount due. In such circumstances the debt is no longer due by 
the firm but by the partners individually in the ratio agreed upon. 

In the case of Elliott v. Elliott (1911), 45 Acct. L.R. 47, the partnership agreement 
provided that at the death of a partner his share in the assets and goodwill of the 
business should, as from the time of his death, belong to and be purchased by the 
remaining partners in proportion to their shares in the business, and that they should 
execute a joint and several bond for securing the repayment of the amount due, pay¬ 
ment being made in eight half-yearly instalments. On the death of one partner his 
capital was treated as a liability of the firm. On the death of a second partner the 
latter’s executors brought an action to determine inter alia whether the debt due to the 
estate of the first mentioned partner should be treated as a debt of the partnership. 

It was held that the amount in question was not a liability of the firm but was to be 
apportioned between and borne by the remaming partners in the ratio in which they 
shared profits and losses. In the course of his judgment, Mr Justice Warrington stated 
that he thought it was a debt due by each partner to the deceased partner’s executors 
as the purchase money for a personal benefit acquired by such partner. The balance 
remaining due to the deceased partner’s executors must, therefore, be transferred to 
the credit of the capital accounts of the remaining partners. In effect they had paid 
into the firm as capital their respective shares of the net assets attributable to the 
deceased partner, and had become personally liable to the estate of the deceased 
partner for such amounts. 


B 

C 



PARTNERSHIP ACCOUNTS 


149 


§§5-6] 

It must, however, be appreciated that unless an agreement of this desaipdon is 
entered into, the amount due to the retired partner or to the estate of a deceased 
partner is, as stated above, a debt due by the firm, and must be shown as such on its 
balance sheet. 

The retired partner, or the estate of the deceased partner, remains liable for the 
firm’s debts at the date of retirement or death, although, as between the partners them¬ 
selves, he is only responsible for his share of the liabilities. When the amount due to 
him has been ascertained and either repaid or assumed by the remaining partners, 
he should in equity be discharged from further liability, and for this reason care should 
be taken to obtain an undertaking from the remaining partners to indemnify him, or 
his estate, against any action which may be brought against him by any creditor in 
respect of any debt incurred prior to his retirement or death. When a new partner is 
introduced, the creditors may, by a contract of substituted liability (novation), agree 
to look to the new partner in place of the old, in which case the latter will be released 
from liability to the creditors concerned. 

A retired partner may be held liable for debts contracted after his retirement 
by reason of the persons subsequently dealing with the firm giving credit on the 
strength of his supposed continued association with the firm. In order to avoid such 
liability resulting from being ‘held out’ as a partner, he must give specific notice of his 
retirement to all existing creditors, and to all those who have been creditors of the 
firm and may be such again. He should also give notice of his retirement in the 
appropriate Gazette^ and this will operate as notice to the world at large, and will 
preclude the operation of the doctrine of ‘holding out’ in favour of any person who 
might be induced to give credit to the firm on the strength of the supposed partner’s 
financial standing. 

The estate of a deceased or bankrupt partner cannot be held liable for debts con¬ 
tracted by the firm after the death, or bankruptcy, as the case may be. 

It may not be practicable for the firm to discharge the debt due to a retired partner, 
or to the deceased partner’s estate, out of its existing resources, nor may it be possible 
for the other partners immediately to bring in additional capital. In such circum¬ 
stances one of the following methods of settlement may be adopted: 

{a) Repayment may be made by agreed instalments over a period of years, interest 
being allowed on the diminishing balance of the amount due. 

(Z>) The amount due may be regarded as a loan to the firm to carry the right to either 
a fixed rate of interest or a share of the profits of the firm. 

(c) An annuity may be paid to a retired partner for life, or for an agreed number of 
years, or for the life of some dependant of his. 

(a) Repayment of Ootgoing Partner’s Capital, etc., by Instalments 
Upon the retirement or death of a partner the value of his capital and share of the 
goodwill, etc., is ascertained, either in accordance with the provisions of the partnw- 
ship agreement or by accounts taken at the date of the dissolution, and the amount so 
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ascertained is paid out to him or his representatives forthwith, or credited to a Loan 
Account, and repaid by instalments, with interest running on the outstanding balance. 
It is important, where payment is not made at once, that the amount due should be 
credited to a loan account, and not retained in the books as capital, especially in the 
case of a retired partner, when retention of the amount due to him as capital might 
infer that he was still a partner. 

Illustration 

M, a partner in a firm, dies on 31st March 19.., and his share of capital and goodwill is 
ascertained to be £7,600, It is arranged that this shall be paid out by annual instalments of 
£2,000, to include principal and interest on the outstanding balance at 5 per cent, per 
annum. The first payment is made one month after death, and succeeding payments are 
made on the anniversary of the date of death. Show the account in the firm’s books relating 
thereto until completion. Ignore Income Tax. 



THE EXECUTORS 

OF 

M (DECEASED) ACCOUNT 




19 


£ 

s. 

d. 

: lo 


i 

s 

d. 

April 30 

Cash 

2.000 

0 

0 

; Mar. 31 ■ 

Capital Account 

7,M)0 

0 

0 


Balance c/'f.. 

5,631 

13 

4 

1 Apijl30 

Interest, 1 month 

31 

13 

4 



£7,631 

13 

4 

1 

,1 


1 £7,631 

13 

4 

19, . 





' 19.. 1 





Mar. 31 

Cash 

2.000 

0 

0 

May 1 ; 

Balance b/f .. 

5,631 

l.t 

4 


Balance c/f.. 

3,889 

IS 

8 

19 










! Mar. 31 

1 

Interest, 11 months 

25S 

*> 

4 



£5.889 

IS 

8 



£5.889 

IS 

8 

19 . 





19 : 





M ir. 31 

Cash 

2,000 

0 

0 

April 1 

Balance b/r .. 

3.889 

IS 

8 


Balance c/t. 

2,084 

5 

5 

19 










Mar. 31 

Interest, 1 year 

194 

9 

9 



£4,084 

3 

5 



, £4,084 

5 

5 

19 





19.. 





Mar. 31 

Cash 

2.000 

0 

0 

'i April 1 

Balance I-.r , 

2,084 

5 

5 


Balance c/f.. 

188 

9 

8 

1 19.. , 










Mar. 31 ' 

Interest, 1 year 

104 

4 

3 



£2.188 

9 

8 

( 

1 


i £2,188 

9 

8 

19.. 





, 19 





Mar. 31 

Cash 

197 

18 

2 

i April 1 

Balance b/f 

188 

9 

8 






■: 19.. , 










! Mar 31 ! 

Interest, 1 year 

9 

8 

6 



£197 

18 

2 

' 1 


£197 

18 

2 


(b) Outgoing Partner’s Capital, etc., allowed to remain as a Loan to the firm 
Where this course is adopted, the retired partner’s capital must be transferred to a 
Loan Account. Usually the rate of interest payable on this loan and the conditions of 
repayment are laid down in the partnership agreement or by a contract entered into 
at the date of retirement, but in the absence of agreement it is provided by Section 42 
of the Partnership Act, 1890, that the retired partner is entitled to interest at 5 per cent 
per annum, or such share of the profits as the court may determine to be attributable to 
the use of his share of the partnership assets. If a retired partner enforces his right to 
a share of profit in these circumstances, the court would deduct a reasonable sum for 
the services of the remaining partners for carrying on the business, before arriving 
at the profit to be divided. 
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Where an option is given to the continuing partners to purchase the share of the 
retired partner, and the option is exercised, the retired partner is not entitled to any 
further share of the profits. His capital is, therefore, transferred to the capital accounts 
of the continuing partners, who must pay him according to the terms of the agreement. 

When it is agreed that the loan shall carry a rate of interest varying with the profits 
of the firm or entitle the retired partner to a share of such profits, such an agreement 
will not of itself cause the retired partner to continue to be liable as a partner of the 
firm, provided that the contract is in writing and signed by or on behalf of all the 
parties thereto (s. 2). If, however, the firm should become bankrupt, the retired 
partner will be a deferred creditor in respect of any loan made in such circum¬ 
stances (s. 3). 

(c) Repayment of Outgoing Partner’s Capital, etc., by way of an Annuity 
Where a partner retires or dies, the liability of the continuing partners for his capital 
and share of goodwill, is sometimes discharged by an agreement to pay to him or to 
his widow, dependants or representatives an annuity, either for a certain term of years 
or for the lifetime of the retired partner, or his widow, or some named dependants. 

In such a case the most convenient method of dealing with the matter in the partner¬ 
ship books is to transfer the amount due to an Annuity Suspense Account, which must 
be credited with interest at a fixed rate per annum on the diminishing balance (Profit 
and Loss Account being debited), and debited annually with the annuity paid. If the 
credit balance on the Annuity Suspense Account is exhausted during the lifetime of 
the annuitant, subsequent instalments of the annuity must be borne by the partners 
and debited to their Current Accounts (or to Profit and Loss Account before arriving 
at divisible profits). In the event of the annuitant dying before the credit on the 
Annuity Suspense Account is exhausted the balance then remaining on the account 
is a profit to the continuing partners and should be transferred to their Capital 
Accounts in the proportion in which they share profits. Such a profit will not, 
normally, be represented by liquid resources available for distribution and, therefore 
it might be inadvisable to transfer it to Profit and Loss Account or to the partners’ 
Current Accounts. 

The balance of the Annuity Suspense Account at the commencement of the trans¬ 
action and at the date of each balance sheet should, strictly, represent the present 
worth of the annuity, subject to variation in the expectation of life. An actuarial 
valuation for the adjustment of the Suspense Account might be made periodically, say 
every five years, but as with a single annuity there is no scope for the law of average 
to apply, it is not usual to do this, the simpler procedure outlined above being 
adopted. 

lUnstration 

A, B and C are partners sharing profits in the ration of 3, 2 and 1. A retires from the firm 
as from the 31st December 19.., the determined amount of his share being £10,000. It is 
agreed that this should be commuted by an annuity of £1,500, the first payment to be made 
on the following day, and subsequent payments on the 1st January of each year. A dies after 
the receipt of the fifth annuity payment. 
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Show the Annuity Suspense Account in the books of the finn, assuming that the amount 
outstanding is deemed to earn interest at the rate of 6 per cent Ignore Income Tax. 


ANNUITY SUSPENSE ACCOUNT 


19.. 


i £ 

$. 

d. 

Jan. 1 
Dec. 31 

Cash 

. I 1,500 

0 

"! 


Balance c/f.. 

. ; 9,010 

0 

0 ^ 



1 £10,510 

0 

0 

19.. 


1 



Jan. 1 

Cash 

. : 1.500 

0 

0 

Dec. 31 

Balance c/f.. 

7,960 

12 

0 



; £9,460 

12 

0 

19.. 

Jan. 1 
Dec. 31 1 

Cash 

' 1,500 

0 

0 


Balance c/f.. 

. , 6,848 

4 

9 

‘ 


I £8,348 

4 

9 

19.. 


1 



Jan. 1 ' 

Cash 

. 1 1.500 

0 

0 ' 

Dec. 31 : 

Balance c/f.. 

5,669 

2 

7 



£7.169 

2 

7 1 

19.. 

Jan. 1 ' 

Cash 

1,500 

0 

! 

0 i 

Dec. 31 

Profit transferred to: 




B *rds .. £2,779 8 

5 ' 




C ird 1,389 14 

2 . 




— 4,169 

2 

7 1 



; £5,669 

2 

’1 


19 

1 


I £ 

s. 

d. 

Jan. 

' 1 

Balance b/f .. 

1 10,000 

0 

0 

Dec. 

31 

Profit and Loss Account- 






Interest (on £8,300).. 

510 

0 

0 




1 £10,510 

0 

~0 

19. 

i 





Jan. 

' 1 ' 

Balance b/f .. 

9.010 

0 

0 

Dec. 

31 

Profit and Loss Account- 

i 





Interest (on £7,510).. 

450 

12 

0 




: £9,460 

12 

~0 

19. 






Jan. 

■ 1 ' 

Balance b/f .. 

7,960 

12 

0 

Dec. 

31 

Profit and Loss Account- 






Interest (on £6,460 12s. Od.).. 

387 

12 

9 


' 


£8,348 

4 

9 

19. 

' 


1 



Jan. 

■ 1 ; 

Balance b/f .. 

6,848 

4 

9 

Dec. 

ji 

Profit and Loss Account 






Interest (on £5,348 4s. 9d.) 

320 

17 

10 




; £7,169 

2 

7 

19. 






Jan. 

’ 1 

Balance b/f .. 

5,669 

2 

7 




£5,669 

2 

7 


It cannot be t^sumed that the business would be able to pay the amount of the 
annuity in all cases out of its liquid resources, as this might result in considerable 
embarrassment in the course of a few years. The remaining partners should therefore, 
if necessary, introduce annually additional capital to the extent of the amount of the 
annuity less the amount of interest credited to the Annuity Suspense Account. As this 
interest has been charged to Profit and Loss Account before arriving at the amount 
of the divisible profits, cash to the extent thereof has been retained in the business 
and it is therefore only necessary for B and C to introduce the balance. 

Alternatively, B and C could restrict their drawings each year by the amount 
required. For example, at the end of the first year the following entry could be made: 

JOURNAL 


Current Accounts: Dr. 

B .. 

C. . 

To CapiUil Accounts: 

B 

C . 

Transfer from Current Accounts to Capital Accounts of amount necessary to restore the firm’s working 
capital after the payment of annuity of il.SOO to A. 

B frd of £(1,500 —SIO) ■>. £660. 

C |rd of £(1,500 — 510) » £330. 



660 

330 


The position is somewhat complicated by the introduction of a new partner. As the 
business has the benefit of the capital represented by the Annuity Suspense Account, 
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the new partner should bear his share of the interest/which should therefore continue 
to be debited to Profit and Loss Account. Should the annuitant die before the balance 
on the Annuity Suspense Account is exhausted, the credit balance should be divided 
between the remaining old partners in the proportions in which they shared profits 
and losses in the old partnership. If, however, the Annuity Suspense Account is ex¬ 
hausted before the annuitant dies, the subsequent payments should be debited to the 
Current Accounts of the remaining members of the old partnership in the proportions 
in which they shared profits and losses in the old firm. 

(d) Adjustment of values of assets upon change of personnel 

When a partner retires, it does not follow that the balance of his Capital Account 
represents his true interest in the partnership, apart from the question of goodwill, to 
which reference has already been made, since some assets may have appreciated in 
value without any adjustment having been made in the books, whilst others may have 
been insufficiently depreciated, over-depreciated, or entirely written off. It will be 
necessary, therefore, to correct these values, in order that the outgoing partner shall 
receive his true share. A Revaluation Account should be opened, to which all dif¬ 
ferences in values should be debited or credited, as the case may be, the resultant 
balance being divided among the partners according to the ratio in which they share 
profits and losses. 

niustration 

Brown, Jones and Robinson, sharing profits and losses equally, had been trading for many 
years, and Robinson decided to retire as at 31$t December 19.. on which date the Balance 
Sheet of the firm was as under: 


Capitals: 

Brown 

£ 

£ 

Freehuid Premises 





£ 

8,000 

10,000 


Plant 



, , 

, . 

• « 

4,000 

Jones 

8,000 


Patents 





• • 

6,000 

Robinson 

6,000 


Stock 





• • 

S,000 


_ _ 

24,000 

Debtors 




. , 


6,000 

Creditors 


8,000 

£32,000 

Casb 


' • 




3,000 

£32,000 


The value of the goodwill was agreed at £8,000. 

The freehold premises had increased in value as a result of general economic conditions, 
the value being agreed at £11,000. Plant and patents were respectively revalued at £3,600 and 
£5,300, and it was also agreed to provide 5% in respect of debtors, it having been the 
practice in the past only to write off bad debts actually incurred. 

Show the adjusted Balance Sheet of the firm, and the amount to which Robinson would 
be entitled. 

REVALUATION ACCOUNT 

Plant 

Patents 

Provision Tor Bed Debts 

Balance transferred to Capital Accounts: 

Brown 
Jones 
Robinson 
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BALANCE SHEET (AFTER ADJUSTMENT) 

! £ £ 

1 £ 

£ 

Capitals: 

1 

1 

Goodwill 

1 

. . 1 

8.000 

Brown 

.1 13,200 

' 

Freehold Premises 

.. 

11,000 

Jones 

.. 11.200 


Plant 

. , . 

3,600 

Robinson 

.. 9,200 


Patents 

. . ‘ 

5,300 

Creditors 

! 

33.600 

8,000 

Stock 

Debtors 

6.000 

S.OOO 


1 

1 

1 

£41,600 

Less Provision for Bad Debts .. 

Cash .. 

.. 1 300 

1 

5,700 

3,000 

£41,600 


Although the above adjustments have been made in order to ascertain the amount due 
to Robinson, the remaining partners may not desire to disturb the existing book values, in 
which case the difference on revaluation (£9,600) would be written back to the Capital 
Accounts of Brown and Jones, in the proportions in which they will share profits and losses 
in future, the position then being: 


t 


Capital Accounts: 



1 Freehold Premises 

8 000 

Blown £( 13,200 — 4,800) 

8.400 


' Plant 

4,000 

Jones £(l 1,200 — 4,800) 

. , 6.400 


Patents 

6,000 

_ 

14,800 

Stock 

5 000 

Robinson, Loan Account 


9,200 

Debtors 

6,000 

Creditors 

• ■ i 

8,000 

Cash 

3,000 



£32.000 


£32 000 


Alternatively, the same position could have been achieved by the preparation of a memo¬ 
randum Revaluation Account for the purpose of ascertaining the amount of the net increase in 
the values of the assets attributable to Robinson, thefollowing entry then being made in the books: 

JOURNAL 


Capital Accounts: Dr. 

Brown 
Jones 

To Capital Account: 

Robinson .. 

Proportion of net increase in value of assets due to Robinson on retirement, acquired by Brown and Jones. 


1,600 

1,600 

3,200 


In effect Brown and Jones have purchased from Robinson his share of the undisclosed 
profit represented by the net increase in the value of the assets and are debited with the 
cost thereof. 

Should a new partner (Smith) be introduced concurrently with Robinson’s retirement, he 
should come in on the basis of the Balance Sheet as adjusted after the revaluation of the 
assets, or else pay a premium commensurate with his share of goodwill and other net dif¬ 
ferences. Assuming that no premium is paid, that he introduces £4,000 as capital and that 
future profits are to be shared in the ratio of: Brown two-fifths, Jones two-fifths, and Smith 
one-fifth, the initial Balance Sheet will be: 


Capitals: 

Brown 

Jones 

Smith 

Robinson, Loan Account 
Creditors 


BROWN, JONES AND SMITH 
BALANCE SHEET 


£ ' £ , 


£ 

£ 

! 

Goodwill 


8,000 

13.200 ! 

Freehold Premises 


11,000 

11.200 1 , 

Plant 


3 600 

4,000 ' I 

Patents 


5,300 

28,400 1 

Stock 


5,000 

9.200 1 

Debtors 

6,000 

8.000 1 

1 

1 

Less Provision tor Bad Debts .. 

300 


Cash 


5,700 

7,000 

i £45,600 1 

1 ! 



£45,600 
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If the partners now agree that the original book values shall be maintained, the difference 
(£9,600) must be written off to the Partners’ Capital Accounts, in the ratio of 2 : 2 : 1, the 
new partner being required to participate in the adjustment, since he will be entitled to 
participate in the proceeds of subsequent realisation when such occurs. 

The following will be the final Balance Sheet in such circumstances: 



BROWN, 

JONES 

AND SMITH 



BALANCE 

SHEET 



£ 

L 


£ 

Capitals: 



TrccholU Premises 

8,000 

Brown £(13,200 — 3,840) 

9.360 


Plant 

4,000 

Jones £(11.200 — 3,840) . 

7,360 


Patents 

6,000 

Smith £(4,000—1,920) 

2,080 


Stock 

5.000 


--— 

18,800 

Debtors 

6,000 

Robinson, Loan Account 


9,200 

Cash 

7.000 

Creditors 


8,000 





£36.000 


1 £36,000 


In any case, arrangements must be made to pay to Robinson the amount due to him, 
which remains undisturbed by any subsequent adjustments which may be made in the 
accounts. 

§ 7. Sleeping, Quasi and Limited Partners 

Tlie term sleeping partner is applied to a partner who takes no active part in the 
business or who has retired from active participation in the business, but retains his 
capital therein and probably a reduced share of the profits. In such a case no change 
need be made in the books. Such a partner is sometimes called a dormant partner. 
The Partnership Act does not distinguish between a sleeping partner and an acting 
partner; the liability of a partner for the firm’s debts is the same whether he is 
dormant or active. 

It is common for a partner to retire and at the same time to take advantage of sub¬ 
section (3) {d) of Section 2 of the Partnership Act, 1890, by leaving his capital in the 
business in the form of a loan, receiving interest thereon at a rate varying with the 
profits. In such a case the balance standing to the credit of his Capital Account should 
be transferred to a Loan Account, and the interest, based on a proportion of the 
profits, should be regarded as an expense of the business and debited to Profit and Loss 
Account. Such an individual, although sometimes termed a quasi-partner^ is merely a 
deferred creditor of the firm, his loan not being repayable until after all the other 
creditors of the firm are paid in full. 

The term 'quasi-partner* is normally applied to a person who, although not a 
partner, becomes liable as such by ‘holding out’. Third parties may become liable for 
the debts and liabilities of a firm under the operation of this doctrine, which is con¬ 
tained in Section 14 of the Partnership Act. Under that section, where a person has by 
words spoken or written, or by his conduct represented himself or has knowingly 
suffered himself to be represented as a partner in a particular firm, and some other 
person has given credit to the firm on the strength of the supposed association, the 
person so holding himself out will be liable to the party who has so given credit as if 
he were actually a partner. 
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A limited partnership is defined by the Limited Partnerships Act, 1907, as one 
which must consist of one or more persons called general partners, who shall be liable 
for all the debts and obligations of the firm, and one or more persons, to be called limited 
partners, who shall, at the time of entering into such partnership, contribute thereto a 
sum or sums as capital or property valued at a stated amount, and who shall not be 
liable for the debts or obligations of the firm beyond the amount so contributed. A 
body corporate may be either a general or a limited partner. 

Every limited partnership must be duly registered (the registrar being the registrar 
of companies), otherwise it will be regarded as an ordinary partnership, in which case 
the limited partner will not secure the protection which he requires. It is therefore 
incumbent upon the limited partner, in his own interests, to see that registration is 
duly effected. Registration involves disclosure of particulars as to the firm’s name, the 
general nature of the business, the principal place of business, the full names of each 
of the, partners, the term of the partnership, a statement that tlie partnership is 
limited, and the description of every limited partner and the sum contributed by him, 
and whether paid in cash or otherwise. Any alteration must similarly be registered. 
Stamp duty is payable upon the capital of a limited partner at the rate of ten shillings 
per cent., fractions of £100 being counted as £100 (Finance Act, 1933). An advertise¬ 
ment must also be inserted in the Gazette if a general partner at any time becomes a 
limited partner, or if a limited partner assigns his share to another person, who will 
become a limited partner. 

Since a limited partner is placed in a privileged position with regard to his liability, 
it is only reasonable that he should be subject to certain restrictions as to participation 
in management, and this is provided for in Section 6 of the Limited Partnerships Act, 
1907, as under: 

(1) A limited partner shall not take part in the management of the partnership 
business, and shall not have power to bind the firm. A limited partner may, how¬ 
ever, by himself or his agent, at any time inspect the books of the firm and examine 
into the state and prospects of the partnership business, and may advise with the 
partners thereon. 

If a limited partner takes part in the management of the partnership business, he 
shall be liable for all debts and obligations of the firm incurred while he so takes 
part in the management, as though he were a general partner. 

(2) A limited partnership shall not be dissolved by the death or bankruptcy of a 
limited partner, and the lunacy of a limited partner shall not be a ground for dis¬ 
solution of the partnership by the court unless the lunatic’s share cannot be other¬ 
wise ascertained and realised. 

(3) In the event of the dissolution of a limited partnership its affairs shall be wound 
up by the general partners, unless the court otherwise orders. 

(4) Subject to any agreement expressed or implied between the partners— 

(a) any difference arising as to ordinary matters connected with the partnership 
business may be decided by a majority of the general partners; 



§§7-8] PARTNERSHIP ACCOUNTS 157 

{b) a limited partner may, with the consent of the general partner, assign his share 
in the partnership, and upon such an assignment the assignee shall become a 
limited partner with all the rights of the assignor; 

(c) the other partners shall not be entitled to dissolve the partnership by reason of 
any limited partner suffering his share to be charged for his separate debt; 

{d) a person may be introduced as a partner without the consent of the existing 
limited partners; 

(e) a limited partner shall not be entitled to dissolve the partnership by notice. 

As regards the books of the limited partnership, the amount of capital contributed 
by the limited partner should be placed to the credit of his Capital Account, a note 
being made in the ledger to the effect that he is a limited partner. Any share of profits 
or interest on capital to which he may be entitled should be placed to the credit of 
his Current Account, and not to his Capital Account. 

It is important to observe that the Act provides that a limited partner shall not, 
during the continuance of the partnership, either directly or indirectly, draw out or 
receive back any part of his contribution, and if he does so draw out or receive back 
any such part he shall be liable for debts and obligations of the firm to the extent of 
the amount withdrawn. 

§ 8. Dissolution of Partnerships 

Upon the dissolution of a partnership, Section 44 of the Partnership Act, 1890, pro¬ 
vides that the assets of the firm, including the sums (if any) contributed by the partners 
to make up losses or deficiencies of capital, must be applied in the following manner 
and order: 

(1) In paying the debts and liabilities of the firm to persons who are not partners 
therein. 

(2) In paying to each partner rateably what is due from the firm to him for advances 
as distinguished from capital. 

(3) In paying to each partner the amount due to him in respect of his Capital and 
Current Account balances. 

In the absence of agreement to the contrary the Partnership Act, 1890, provides that 
the following shall be grounds for the dissolution of a partnership: 

(i) The expiration of the term for which the partnership was entered into, if a fixed 
term was agreed upon. 

(ii) The termination of the adventure or undertaking, when a single adventure or 
undertaking was the purpose of the partnership. 

(iii) When one partner gives notice to the others of his intention to dissolve the firm. 

(iv) The death of a partner. 

(v) The bankruptcy of a partner. 

<vi) The happening of an event which causes the partnership to become illegal. 
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(vii) When a partner allows his share of the partnership to be charged for his separate 
debt. 

In the following cases dissolution may be obtained on application to the court: 
(viii) When a partner is shown to the satisfaction of the court to be of permanently 
unsound mind. 

(ix) When a partner, other than the partner suing, becomes in any other way perm¬ 
anently incapable of performing his part of the partnership contract. 

(x) When a partner, other than the partner suing, has been guilty of such conduct, as 
in the opinion of the court, regard being had to the nature of the business, is cal¬ 
culated prejudicially to affect the carrying on of the business. 

(xi) When a partner, other than the partner suing, wilfully or persistently commits a 
breach of the partnership agreement or otherwise so conducts himself in matters 
relating to the partnership business that it is not reasonably practicable for the other 
partner or partners to carry on the business in partnership with him. 

(xii) When the business of the partnership can only be carried on at a loss. 

(xiii) Whenever in any case circumstances have arisen which, in the opinion of the 
court, render it just and equitable that the partnership be dissolved. 

When the partnership agreement contains an arbitration clause, which is a general 
submission of all matters in difference between the partners, the arbitrator may dis¬ 
solve the partnership. 

The above rules are applicable to limited partnerships in a modified form as ex¬ 
plained in § 7. 

(a) Formula for closing Partnership Books on Dissolution 

Apart from special circumstances, the following outline of the steps necessary to close 
the books of a partnership when the assets are sold en bloc, may be found useful: 

(1) Open a Realisation Account, and debit thereto the book value of the assets, 
crediting the various Asset Accounts. The Realisation Account will also be debited 
with any expenses of realisation, and cash credited. 

(2) Debit cash and credit Realisation Account with the amount realised on the sale 
of the assets. 

Note. Should any of the assets be taken over at a valuation by any of the partners, debit 
such partners’ Capital Accounts, and credit Realisation Account with the agreed price. 

(3) Pay off the liabilities, crediting cash and debiting sundry creditors. Any discount 
allowed by creditors on discharging liabilities should be debited to the creditors’ 
accounts and credited to Realisation Account. 

(4) The balance of the Realisation Account will be the amount of the profit or loss on 
realisation, which will be divided between the partners in the proportion in which 
they share profits and losses and transferred to their Capital Accounts. 

(5) Pay oflF any partners’ advances as distinct from capital, first setting off any debit 
balance on the Capital Account of a partner against his Loan Account 
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(6) The balance of the cash book will now be exactly equal to the balances on the 
Capital Accounts, provided they are in credit; credit cash and debit the partners* 
Capital Accounts with the amounts paid to them to close their accounts. 

Should the Capital Account of any partner be in debit after being debited with his 
share of the loss, or credited with his share of the profit on realisation, the cash will 
be insufficient by the amount of such debit balance to pay the other partners the 
amounts due to them. If the partner whose account is in debit pays to the firm the 
amount of his indebtedness, the other partners’ Capital Accounts can then be closed 
by the payment of cash. If, however, he is unable to do so the deficiency must, accord¬ 
ing to the decision in Garner v. Murray, be borne by the solvent partners, in pro¬ 
portion to their capitals, and not in the proportion in which they share profits and 
losses. The application of this rule is illustrated on p.l62. 

The following illustrations show the closing of the books on the dissolution of 
partnerships in varying circumstances: 

(1) Where, on dissolution, there is a profit on the realisation of the assets. 

Illustration 

X and Y are in partnership sharing profits - five-eighths and three-eighths. They agree to 
dissolve partnership, and their Balance Sheet at the date of dissolution, 30th June 19.., is as 


a A 

follows: 







X AND Y 



BALANCE 

SHEET, 3()th June 19.. 




i 


£ 

Capital Accounts: 



Pictiiises 

1,200 

X .. 

.. £1,500 


Stuck 

1.400 

Y .. 

1,300 


Debtors 

1,100 


—- 

2,800 

Cash 

600 

Creditors 

. 

1,500 





£4,300 


£4..300 


The dissolution is completed by 31st December 19.., the assets, other than cash, being 
sold en bloc and realising £4,500. Close the books of tlie firm. 

REALISATION ACCOUNT 


1 X. 

June 301 Sundry As.<!Ct!i .. .. 3,700 Dec. 31 Cash 4.500 

Dec. 31 ; Profit transferred to Capital Accounts: 

X five-eighths .. £500 

Y three-eighths . .. 300 

- 800 


£4,500 ! £4,500 


Dec. 31 Ca.sh 


SUNDRY CREDITORS 

£ i' 

I 1,500 June 30 Balance b/d. 


£ 

1,500 


Dec. 31 I Cash 

I 


X CAPITAL ACCOUNT 


£ 

2,000 


[i June 30 
Dec. 31, 


Balance b/d. 

Realisation Account: Profit .. 


£ 

1,500 

500 


I £2,000 


£ 2.000 ;! 
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Dec. 31 


CMh 


1,600 


I June 30 > 
' Dec. 31 I 


Balance b/d. 

Realisation Account: Profit 


I £1,600 


1,300 
300 


£I.CO0 


CASH 


June 30 | Balance b/d. 

Dec, 31 I Realisation Account 


I 



£ ' 

i 

600 1 

Dec, 31 1 Creditors 

4,500 1 

1 Capital Accounts: 

1 

X 

i 

: r 

1 Y 

1 £5.100 1 



£ 

1,300 


£ 2,000 

1,600 


3,600 


£5,100 


(2) Where, on dissolution, the liabilities are paid in full, but there is a loss on the realisa¬ 
tion of the assets. 


Dlifistratioii 

D, E and F, sharing profits and losses, one-half, one-third, and one-sixth respectively, dis¬ 
solve partnership. At the date of dissolution their creditors amount to £2,300, and in the 
course of winding-up a contingent liability of £200, not brought into the accounts, matured 
and had to be met. The capitals stood at £6,000, £4,000 and £1,500, respectively. D had lent 
to the firm as distinct from capital £2,000. The assets realised £10,000. Close the books of 
the firm. 

REALISATION ACCOUNT 


Sundry Aaieti 

C^tingent liability matured .. 


£ £ 
15,800 Cash .. .. ' 10.000 

200 Loss transferred to Capital Accounts: 

Done-half .. £3,000 ' 

E one-third .. .. 2,000 

F one-sixth 1,000 

- . 6,000 


£16,000 


I £16.000 


Cash 


Cash 


SUNDRY CREDITORS 


£ > 

2,500 ' Balance b/d. 

Realisation Account: 

{' Contingent liability matured 


£ 

,. I 2.300 

. i 200 


£2,300 i £2,500 



D LOAN ACCOUNT 


£ 

2,000 


Balance b/d 


D CAPITAL ACCOUNT 


£ 

3,000 

3,000 


£6,000 I 


Balance b/d. 



RealisatloD Account; Lon 
Cosh . 
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E CAPITAL ACCOUNT 


Realisation Account: Loss 

Cash 

£ 

2,000 Balance b/d. 

2,000 

i £ 

.. ; 4,000 


. £4.000 

: £4.000 


F CAPITAL ACCOUNT 


Realisation Account; Loss 

Cash . 

£ 

... 1.000 Balance b/d. 

.. ; 500 

£ 

.. 1,500 


' £1,500 

■ £1,500 


CASH 


Realisation Account 

£ 

10,000 Creditors 

D Loan Account 

D Capital Account 

' E .. 

F. 

£ 

.. , 2,300 

.. i 2.000 

3.000 

2,000 

500 


£10,000 

£10,000 


Note 

The book value of the assets is equal to the sum of the capitals plus the creditors, viz., 
£6,000 + £4,000 + £1,500 + £2,300 -f £2,000 = £15,800. 

(3) WherCf on dissolution, there is a loss on the realisation of the assets, placing one 
partner's Capital Account in debit, which amount he pays into the firm's account in 
cash. 


niustratioD ( 1 ) 

J and P are in partnership, with capitals of £700 and £100. The creditors are £2,300. The 
assets realise £1,900. Partners share profits and losses equally. Close the books of the firm, 
P having brought in the amount due by him. 


Sundry Assets 


Realisation Account: Loss 
Cash 


REALISATION ACCOUNT 



i 1 

£ 

3,100 1 

Cash 

Loss to Capital Accounts: 

S onc'half 

P one-balT 

1 

£ 

1,900 

600 

600 

i 

£3,100 ' 


£3,100 

J CAPITAL 

ACCOUNT 

-' 

1 

£ !. 

600 1 
100 1 

1 Balance b/d .. .. : 

£ 

1 700 

1 

1 


£700 1 


£700 


1 




c 
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P CAPITAL ACCOUNT 

£ £ 

Realifation Account; Loss .. 600 Balance b/d. 100 

Cash 500 

£600 I £600 


CREDITORS 

,1 

£ £ 
Cash .. .. .. 1 2.300 Balance b/d. ... 2,300 


CASH 


£ £ 
Realisation Account .. 1,900 Creditors .. .. 2,300 

P Capitol Account .. .. 500 J Capital Account .. .. 100 


£2,400 I £2,400 


Where, on dissolution, the assets are not sold en bloCy but are realised separately; 
or certain assets are taken over by partners on account of the suras due to them, it 
may be preferable, instead of transferring all the assets to a Realization Account and 
crediting that account with the total proceeds, to credit each separate asset account 
with the amount at which it is sold or taken over, transferring the resultant profit or 
loss to a Realization Profit and Loss Account, the ultimate balance of which will 
represent the net profit or loss on the dissolution. 


niustratioD (2) 

G and T, having carried on business as drapers and household furnishers at the same 
premises for a number of years, sharing profits and losses equally, decide to dissolve part¬ 
nership. 

At the date of dissolution their balance sheet was as follows: 


Capital Accounts: 
G 
T 

Sundry Creditors 


7,000 ! 
8,000 1 


15,000 ' 
3,200 ! 


Goodwill 
Freehold Premises 
Fixtures: 

Dra[wry Department 
Furnishing Department 

:! Sundry Debtors 
Stock: 

Drapery Department 
Fumiahing Department 

Cash at Bank .. 


£18,200 



£ 

1,000 

8,000 

750 

400 

l.iso 

1,0.50 

1 


1 1,600 

1 1,400 

1 - 

1 

1 

3,000 

1 4,000 

I 

£18,200 

and drapery 


The agreed terms were: 

G was to take over the premises at £7,000, the drapery stock at £1,7( 
fixtures at £500. 

T, having rented another shop nearby, was to take over the furniture stock at £1,500 and 
the fixtures of that department at £300. 

Goodwill was to be written off. 

Any loss on debtors was to be shared as to G three-fifths, and T two-fifths. 

The creditors were to be psud by G. 

The debtors realised £950, the proceeds being retained by G. 

Prepare accounts, showing the final settlement between the partners. 
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Goodwill written off 
ted Debts 
Loss on transfer of: 
Freehold Premises 
Fixtures 


REALISATION PROFIT AND LOSS ACCOUNT 


£ 

f 



1,000 

Profit on transfer of Stock 


100 

Loss on Debtors shared by agreement: 



G, three-fifUis 

1,000 


T, iwo-tifUis 

350 


Loss on Realisation of other Assets: 


1,350 

G. Capital Account 



T, 


£2.430 ;l 


1 ‘ 1 
1 

£ 

200 

I 1 


1 40 ! 

100 

1 1.075 : 
1,075 ; 


2.150 


£2,450 


Balance 

G, Capital Account 


CASH ACCOUNT 


4,000 I T. Capital Account 
1,085 , 

-il 

£5,085 ; 


£ 

5,083 


£5,083 


DEBTORS 


Balance 


I £ ' 

j 

£1.030 i. 


G, Proceeds of Realisation 
Realisation Profit and Loss Account 


£ 

950 

100 

Hioso 


FREEHOLD PREMISES 



1 £ ' 


£ 

Balance, b/f 

.1 8,000 

G, Capital Account 

■ 7.000 

' 1 
1 

1 £8,000 

1 

Realisation Profit and Loss Account . 

.. : 1,000 
i £8.000 

\ 


FDCTURES 


Balance, b/f.; 
Drapery 
Furnishings 


f 1 


£ 

750 ,1 

G. Capital Account 

500 

400 l' 

T, Capital Account 

300 

_j 

Realisation Profit and Loss Account .. 

350 

i £1.150 1 

' 

£1,150 

1 


Balance, b/f. 

Drapery 

Furnishing 

Realisation Profit and Loss Account 


Freehold Fremises 
Stock 

Fixtures .. 

Debtors ■ ■ 
ted Debts 
Profit and Loss on Rmlisation 
Casb . 


STOCK 


£ 

1,600 

1,400 

200 


I £3,200 


G, Capital Account 
T 

* * SI s* 


II 


CAPITAL ACCOUNTS 


G 

i 

T 

£ 

£ 

7,000 


1,700 

1,300 

500 

300 

950 


60 

40 

1.075 

1075 


5,085 

£11.283 

£8,000 




Balance, bif 
Creditors taken over 
Cash 


£ 

1,700 

1,500 


£3,200 


G 

£ 

7,000 

3,200 

1,083 

T 

£ 

8,000 

£11,285 

£8.000 
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(4) Where^ on dissolution, a partner's Capital Account is in debit, and he is unable to 

discharge his indebtedness, so that the rule wi^Garner v. Murray must be applied. 

Prior to the decision in Garner v. Murray it was generally supposed that any loss 
occasioned by one of the partners of a firm being unable to make good a debit 
balance on his account should be borne by the remaining partners in the proportions 
in which they shared profits and losses. 

In this case, however, it was held that a deficiency of assets occasioned through the 
default of one of the partners must be distinguished from an ordinary trading loss, and 
should be regarded as a debt due to the remaining partners individually, and not to the 
firm. 

The circumstances of the case, the decision in which gave rise to considerable con¬ 
troversy, were as follows: Gamer, Murray and Wilkins were in partnership under a 
parol agreement by the terms of which capital was to be contributed by them in un¬ 
equal shares, but profits and losses were to be divided equally. On the dissolution of 
the partnership, after payment of the creditors and of advances made by two of the 
partners, there was a deficiency of assets of £635, in addition to which Wilkins’ 
Capital Account was overdrawn by £263, which he was unable to pay. There was thus 
a total deficiency of £898, and the plaintiff claimed that this should be borne by the 
solvent partners, Gamer and Murray, in their agreed profit-sharing ratio, viz. 
equally. Mr. Justice Joyce held, however, that each of the three partners was liable to 
make good his share of the £635 deficiency of assets, after which the available assets 
should be applied in repaying to each partner what was due to him on account of 
capital. Since, however, one of the ‘assets’ was the debit balance on Wilkins’ account, 
which was valueless, the remaining assets were to be applied in paying to Gamer and 
Murray rateably what was due to them in respect of capital, with the result that 
Wilkins’ deficiency was borne by them in proportion to their capitals. 

The effect of the decision is shown in the following illustration. 


Illustration 

A, B and C with unequal capitals, share profits and losses equally. They decide to dissolve 
partnership, and the following Balance Sheet shows the position of affairs after the assets 
have been realised and the liabilities discharged. 


BALANCE SHEET 


Capitals: 
A .. 

B .. 


I 

£ ii 

i' Cash 

600 'I Capital C overdrawn 
400 11 Deficiency of Assets 

£1,000 ij 


I 


£ 

500 

200 

300 


C is insolvent and is unable to contribute anything towards either his overdraft on capital 
or his share of the loss on realisation. 

The loss on realisation of £300 should first be debited in profit-sharing ratio to the 
partners’ accounts, thus reducing A's capital to £500 and B’s to £300, and increasing C’s 
deficit to £300. 

If the ruling in Garner v. Murray were followed strictly, A and B would introduce cash of 
£100 each to make good their shares of the deficiency and thus restore dieir capitals to £600 
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and £400 respectively. The balances then remaining in the books would be as shown by the 
reconstructed Balance Sheet given below. 

BALANCE SHEET 

i ^ i 

Capitals: Cash ..... 700 

A .. .. 600 C's Capital overdrawn 300 

B .. 400 

£l.(K)0 £1.000 


The only true asset, viz., cash of £700, would now be divided between the solvent partnere, 
A and B, in proportion to their capitals, viz.: 


£ 

A i"othsof£700 .. = 420 

B ^thsof£700 .. - 280 


£700 


The only balances then remaining in the books would be the debit balance on C’s Capital 
Account, £300. and the credit balances on the Capital Accounts of A and B, £180 and £120 
respectively. As C is insolvent, the debit balance on his account will be written off against 
A and B, in the ratio of their respective capitals, viz. £180 to A and £120 to B, thus closing 
their accounts. 

As has been shown the net effect of the above treatment is to cause A and B to 
bear C’s deficiency in proportion to their respective capitals. The introduction of cash 
by A and B to meet their share of the loss on realisation is unnecessary, as the 
balances on their Capital Account are sufficient to meet this loss. C’s deficiency should 
be written off against the Capital Account of A and B in capital ratio, viz. 6 : 4, after 
which the cash in hand will be exactly sufficient to repay to A and B the balances due 
to them on Capital Account, as shown hereunder. 




CAPITAL 

ACCOUNTS 





A 

, V 1 

C 

1 

A 

B 

C 


1 £ 

1 £ 1 

£ 

‘ 

£ 

£ 1 

£ 

Balance b/d. 


1 1 

200 

Balance b/d. 

600 

400 : 


Rcalisaiion Account - Los.t 

100 

1 100 i 

100 

[ A and B ~ Cs dehciency transferred: 


i 


C . 

180 

! 120 ' 


A six-tenths 



180 

Cash .. 

. ; .320 

1 180 i 

i 

I B iour-tenths 


i 

120 


£600 

! £400 j 

£300 

J 

£600 ; 

£400 

£300 


(5) Piecemeal Realisation and Interim Distributions 
When assets are realised piecemeal, the partners may desire, as soon as all liabilities 
have been discharged, to withdraw immediately such cash as is available for division 
between them rather than wait until all the assets have been sold. In such circum¬ 
stances, subject to any contrary agreement between the partners, the interim payments 
to the partners should be of such amounts that even though the remaining assets prove 
to be worthless no partner will receive more than the amount to which he is ultimately 
found to be entitled after being debited with his proper share of the total loss sustained 
on realisation of all the assets. To enable this to be done the proceeds of realisation 
of assets must first be applied in repaying to partners any sums necessary to reduce 
their capitals to amounts which will bear the same proportion to the total capital as 
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those in which prohts and losses are shared. Further realisations will then be shared 
in that ratio. 


niustmtion (1) 

A, B, C and D are in partnership, sharing profits in the ratio 3:2:1 :4. It is decided to 
dissolve the firm on 1st January 19.., on which date the Balance Sheet was as under: 



BALANCE SHEET, as at 1st January 19.. 



Ci^ital Accounts: 

B ” 

c . 

D .. 

Sundry Creditors 

Leasehold Redemption Fund 
General Reserve 

•• 

■ ; 

; ' Goodwill 

£7,000 1 Land and Buildings 

4,000 1 Plant and Machinery .. 

3,000 ' Investments .. 

4,000 j I Stock>in>tnide 

-18,0(K) Sundry Debtors 

1 6.923 ; Cash at Bank 

2,000 

1 5,000 


1 £ 
3,000 

1 8,500 

1 7,921 

' 2,000 
6,348 
' 3,841 

313 



1 £31.923 


£31,923 

The assets are realised 

piecemeal as under: 

r 


January 

10 

Stock (part) .. 

dL 

3,500 


♦♦ 

14 

Debtors (part) 

2,932 


99 

28 

Investments .. 

2,420 


February 

3 

Goodwill 

2,000 


99 

21 

Land and Buildings 

7,000 


99 

99 

Debtors (part) 

500 


99 

99 

Stock (balance) 

2,750 


March 

15 

Plant and Machinery .. 

6,560 


99 

99 

Debtors (balance) 

351 



Subject to providing £S00 to meet the probable expenses of realisation, the partners decide 
that after the creditors have been paid, all cash received shall be divided between them 
immediately. 

The expenses of realisation, which are paid on 15th March, amount to £400. 

Prepare a Statement showing how the distributions should be made, and show the 
Realisation Profit and Loss Account, Cash Account and partners* Capital Accounts. Cal¬ 
culations are to be made to the nearest £. 


After transferring the General Reserve to the partners’ Capital Accounts in profit-sharing 
ratio the capitals of the partners will be: 



A 

B 

C 

D 

Total 


£ 

£ 

£ 

£ 

£ 

Balance, 1st January .. 

7,000 

4,000 

3,000 

4,000 

18,000 

General Reserve 

1,500 

1,000 

500 

2,000 

5,000 


£8,500 

£5,000 

£3,500 

£6,000 

£23,000 

The profit-sharing ratio is 

3 

2 

1 

4 

10 

The capital per unit of profit is .. 

£2,833 

£2,500 

£3,500 

£1,500 



D has the smallest capital in relation to his share of profit, vfe., £1,500 capital per unit of 
profit. If the capitals of the other partners were held on the same basis, A’s capital would be 
£4,500, B’s £3,000 and C’s £1,500. A, B and C, therefore, have surplus capita over that of 
D, of £A,000, £2,000 and £2,000 respectively, which surplus must be repaid to them before 
any payments are made to D. 
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A 

B 

C 

D 

Total 


£ 

£ 

£ 

£ 

£ 

Balances as above 

8,500 

5,000 

3,500 

6,000 

23,000 

Capitals in profit-sharing ratio .. 

4,500 

3,000 

1,500 

6,000 

15,000 

Surplus Capitals 

£4,000 

£2,000 

£2,000 

— 

£8,000 

The profit sharing ratio between 

A, B and C is 

The Surplus Capital per unit of 
profit is .. 

3 

£1,333 

2 

£1,000 

1 

£2,000 




As between A, B and C, B has the smallest surplus capital in relation to his share of profit. 
If B’s surplus capital of £2,000 were in the same proportion to the total surplus capital as his 
share of profit, the total surplus capital would be £6,000, of which A’s share would be £3,000, 
B’s £2,000 and C’s £1,000. A and C therefore have surplus capital over B of £1,000 each, 
which must be repaid to them before any payment is made to B. 



A 

B 

C 

D 

Total 


£ 

£ 

£ 

£ 

£ 

Surplus Capital as above 

4,000 

2,000 

2,000 

— 

8,000 

Surplus Capitals in profit-sharing 
ratio (A, 3; B, 2; C, 1) 

3,000 

2,000 

1,000 

— 

6,000 

Further Surplus Capital 

£1,000 

— 

£1,000 

— 

£2,000 


As between A and C the profit-sharing ratio is as 3 :1 so that the further surplus capital 
per unit of profit is A, £333 and C, £1,000. If A’s surplus of £1,000 represented three-fourths 
of the total surplus, C’s share would be £333. C, therefore has a further surplus over A of 


£667 as shown hereunder. 

A 

B 

C 

D 

Total 


£ 

£ 

£ 

£ 

£ 

Surplus Capital as above 

1,000 

— 

1,000 

— 

2,000 

Surplus Capital in profit-sharing 
ratio (A, 3; C, 1) 

1,000 

— 

333 

— 

1,333 

Ultimate Surplus Capital 

— 

— 

£667 

— 

£667 


The amounts becoming available for distribution should accordingly be paid to the 
partners in the order of priority shown in the following statement. 



A 

B 

C 

D 

Total 


£ 

£ 

£ 

£ 

£ 

The first £667 



667 

— 

667 

The next £1,333 (A, 3; C, 1) 

1,000 


333 

— 

1,333 


1,000 


1,000 


2,000 

The next £6,000 (A, 3; B, 2; C, 1) 

3,000 

2,000 

1,000 

— 

6,000 


£4,000 

£2,000 

£2,000 

— 

£8,000 


After repayment of the above £8,000, the balances remaining on the Capital Accounts 
will be A £4,500, B £3,000, C £1,500 and D £6,000, these amounts bdng in the same pro- 
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portion as that in which profits and losses are shared. By dividing all further realisations in 
this ratio, therefore, each partner will receive his proper share of the profit or bear his proper 
share of the loss. 

STATEMENT OF ACTUAL DISTRIBUTIONS 


19.. 

Jan, 10 
14 
28 

Balance b/f. 

Kcalisalion 

Ca.sh 
available 
£ ; 
313 

3,500 ! 
2,932 1 
2,420 I 

A 

£ 

B 

£ 

C i 

£ ! 

D 

£ 

Toul 

£ 


Less Creditors 

9,165 ' 
6,923 ; 


1 




Jan. 28 

Less Provided for Expenses 

2,242 ■ 
500 







Less to C 


— 

— 

667 i 

— 

667 


Divisible between A and C in proportion of 
A,3:C. 1. 

' £1,075 1 

806 

— 

269 ' 

— 

1 1.075 




£806 

■ £— 

£936 

£— 

1 £1.742 

I 


Feb. 3 '< Realisations 

Less Balance of £1,333 to A and C in pro¬ 
portion of A, 3; C, 1. .. ' 

1 

2.000 , 

258 

194 ! 


64 1 

— 

. 258 

' Divisible between A, B and C in proportion of 
A,3:B.2:C, 1. ; 

£1,742 ; 

i 

871 ’ 

1 

581 

290 I 

— 

1.742 

, ' 


£1.065 j 

£581 J 

£354 i 

£— 

1 £2,000 


19.. 
Feb. 21 

Realisations 

Less Balance of £6,000 to A. B and C in pro¬ 
portion of A, 3; B, 2; C, 1, 

1 

10,250 

1 4,258 

2,129 

1.419 

1 

1 

710 i 


4,258 


Divisible between A, B, C and D in profit- 
sharing ratio of A, 3; B, 2: C, 1; D, 4. 

, £5.992 

1,798 

1,198 

599 I 

2,397 ; 

5.992 




£3.927 

£2.617 

£1.309 

£2,397 

£10.250 

19.. 
Mar. IS 

Realisation.s 

Adi! Over-provision for expenses 

6.911 

100 



i 

1 

' 



Divisible between A, B, C and D in profit- 
sharing ratio A, 3; B, 2; C, 1; D, 4. 

£7.011 

£2,103 

£1.403 

£701 ! 

£2,804 1 

£7,011 


The accounts will be closed as follows: 

CASH ACCOUNT 






£ 



Jan. 1 ' 

Balance b/d. 



313 

Jan. 28 

Sundry Creditors 

10 

Stock Account 



3,500 


Capital Accounts: 

14 

Sundry Debtors 



2,932 


A 

28 

Investments 



2,420 


C 

Feb. 3 

Goodwill 



2,000 

Fco. 3 

Capital Accounu: 

21 \ 

Land and Buildings 
Sundry Debtors 

Stock 



7,000 

500 

2,750 


A 

B .. .. 

C . 

Mar. IS 

Plant and Machinery 



6,560 

21 

Capital Accounts: 


Sundry Debtors 



351 

' Mar. 15 

A 

P 

C 

D 

Realisation Profit and Loss Account 


Expenses 

Capital Accounts: 
A 
B 
C 
D 


i £28,326 


£ 28.326 










§8] 


PARTNERSHIP ACCOUNTS 



169 


REALISATION PROFIT 

AND LOSS ACCOUNT 









£ 




£ 

Feb. 3 

Goodwill 




1,000 

Jan. 28 Investments 



420 

21 

Land and Buildinga 




1,500 

Feb. 21 Leasehold Redemption Fund 

, , 

2,000 


Stock 




98 

Mar. 15 Lo^ transferred to Onital Accounts: 



Plant and Machinery 




1,361 

A 3/l0tlis 


£599 



Sundry Debtors 

. , 



58 

R 2/IOths 


399 



Cosh > Expenses or Realisation 


400 

C 1/IOth 


200 








D4<10ths 


799 










- 1 

1,997 





M,4I7 



■ 

£4.417 




CAPITAL 

ACCOUNTS 






A 

B 

i C 

U 

■ 

A 

B C 

D 



£ 

£ 

£ 

£ 


£ 

£ £ 

£ 

Jan. 28 

Cash 

806 

— 

1 936 

_ 

Jan. 1 Balances b/d. 

7.000 

4,000 : 3,000 

4.000 

Feb. 3 , 

«f • • 

1,065 

581 

1 354 

— 

General Reserve 

1,500 ' 

1,000 1 500 

2.000 

21 


3.927 

2.617 

! 1,.309 

2,397 





Mar. IS 

Loss on Realisation 

599 

399 

200 

799 






Cash 

, 2.103 

l,40.t 

1 701 

2,804 



1 



f 

8,500 

5.000 

! 3,500 

6,000 

■ 

£i 8.500 

5.000 3,500 

6,000 


Another, and more cautious method, is to treat the assets remaining unrealised after each 
realisation as completely valueless, and to charge each partner with his share of the notional 
loss in the agreed profit-sharing ratio. If a partner’s capital is thereby thrown into debit, 
the amount thereof is charged to the other partners in proportion to their capitals, in 
accordance with the rule in Gamer v. Murray. The aggregate of the balances of the partners’ 
Capital Accounts, after deducting the amounts of any previous distributions, will then equal 
the sum available for distribution. I'his process will be repeated on each realisation, with the 
result that after the final distribution, each partner will have borne his proper share of the 
ultimate loss and in no circumstances will any partner be required to repay anything. 


ninstration (2) 

A, B and C share profits in the proportion of J, J and J. Their Balance Sheet is as follows: 



£ 

£ 

A Capital Account 

3,000 Assets, less liabilities .. 

8,000 

B Capital Account 

3,000 


C Capital Account 

2,000 



£8,000 £8,000 


The partnership is dissolved, and the assets are realised as follows: 

£ 



First realisation 

1,000 




Second realisation 

1,500 




Third and final realisation 

2,500 





£5,000 





B 


Total 


A 

C Distributions 


£ £ 

£ 

£ 

£ 

Capitals 

3,000 

3,000 

2,000 


First Realisation 

1,000 




Balance of assets 

treated as loss .. 7,000 (J) 3,500 

(J) 2,333 

(i) 1.167 



£8,000 Dr. £500 

c/f667 

833 



F2 
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Total 



A 

B 


^ Distribution 


£ 

£ 

£ 


£ 

£ 

Brought forward 


667 


833 


A’s debit balance divided between B 







and C in capital ratio (Garner v. 







Murray) 



(!) 300 

(!) 

200 


Distribution of First Realisation .. 



£367 


£633 

1,000 


£ 

£ 

£ 


£ 


Capitals 


3,000 

3,000 


2,000 


Second Realisation 

1,500 






Balance of assets treated as loss .. 

5,500 

(4) 2.750 

(4) 1,833 

(4) 

917 



£7,000 

250 

1,167 


1,083 


Less First Distribution 


— 

367 


633 


Distribution of Second Realisation 


£250 

£800 


£450 

1,500 


£ 

£ 

£ 


£ 


Capitals 


3,000 

3,000 


2,000 


Final Realisation 

2,500 






Balance of assets, being ultimate loss 

3,000 

(4) 1.500 

(4) 1.000 

(4) 

500 



£5,500 

1,500 

2,000 


1,500 


Less First and Second Distributions 


250 

1,167 


1,083 


Distribution of Final Realisation .. 


£1,250 

£833 


£417 

2,500 

The ultimate loss of £3,000 has thus been borne by 

the partners in the 

correct 


proportions. 

The accounts will be closed as follows: 

REAUSATION 

£ 

Nel Aneii .. 8,000 


ACCOUNT 


Cash; 


1st Rwlisaiion .. 

.. 

i 1,000 

2nd . 


i 1.300 

3rd . 

Lots transfers to Capital Accounts: 

•• 

1 2,300 

it :: :: :: 

£1,300 

1,000 

1 

cl. 

300 

1 3,000 
; £8,000 


£ 8.000 
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1st Realisation 


£ 1 
1,000 i 

‘j 

Capital Accounts: 

B 

C 



£ 

367 

633 

2nd Realisation 

■ 

,, 

1.500 i 

1 

Capita: Accounts: 

A 

B 

C 



' 250 

800 
430 

3rd Realisation 


2.500 ' 

Capital Accounts; 

A 

B 

C 



1,250 

833 

417 


CAPITAL ACCOUNTS 




! A 

1 ^ 

Cash 1st Realisation 

, 2nd ' 250 i 

.. 3rd „ i 1,250 ; 

Realisation Account: Loss 1,5(X) 

i 

367 

goo 

833 

1,000 

C 

£ 

633 

450 

417 

500 

Balances bif. 

A 

£ 

3,000 

R 

£ 

3,000 

C 

£ 

2.000 

i £3,000 1 

" 

£3,000 ' 

£2,000 

.'1 


£3,000 

£3.000 

£2.000 

The partners may, of course. 

agree 

,1 
■ 1 

between themselves on 

some other basis of dis- 


tribution. One or other of the above methods should be used in the absence of agreement, 
(b) Dissolution of Partnership by death or bankruptcy 

Under Section 33 of the Partnership Act, 1890, any partnership, except where other¬ 
wise agreed, is dissolved as regards all the partners by the death or bankruptcy of any 
partner. 

Section 42 of the Act provides that where any member has died, or otherwise ceased 
to be a partner, and the surviving or continuing partners carry on the business of the 
firm with its capital or assets, without any final settlement of accounts as between the 
firm and the outgoing partner or his estate, the outgoing partner or his estate is, in the 
absence of agreement, entitled to such share of the profits made since the dissolution 
as the court may find to be attributable to the use of his share of the partnership 
assets, or to interest at 5 per cent, per annum on the amount of his share of the 
partnership assets. 

Illustration 

F, G and H are partners in a manufacturing business. F is entitled to one-fourth of the 
partnership profits, G to one-eighth, and H to five-eighths. The yearly accounts are made up 
to 30th September. 

F became bankrupt on the 31st March, 1962, and G and H continued the business 
without paying out F’s share of the partnership assets, or settling accounts with his trustee, 
until the close of the year, 30th September, 1962. 

The Balance Sheet at 30th September, 1961, showed F's capital to be £4,000. 

The partners* drawings during the year to 30th September, 1962, have been as follows; 
F £250, G £100, and H £700. 

There is no agreement for interest on capital, but the partners F and G are each to be 
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credited with a salary at the rate of £100 per annum. Subject to this charge, the profits for 
the year ended 30th September, 1962, are £1,750, which may be assumed to have accrued 
eveifiy throughout the year. 

Show the balance of profits and salary due to each partner, and the total amount due by 
G and H to F’s Estate at 30th September, 1962, assuming that F’s trustee does not propose to 
apply to the court for a share of profits. 


F, G AND H PROFIT AND LOSS ACCOUNT 
For the Six Months ended 31ffr March, 1962 


Partners’ Salaries: 

£ £ 


£ 


Profit for 6 months to date x £1,750) 

875 

F .. . . 

50 


G 

50 




100 



Balance c/d. 

775 




£875 


£875 

F one-fourth 

191 

Balance b/d 

775 

G one-eighth 

97 


H five-eighths 

484 




£775 


£775 



G 

and H 

PROFIT AND LOSS ACCOUNT 



For 

THE Six 

Months ended 30th September, 1962 


Partner's Salary: 

G . 

Interest: P 

5% per annum on £3,994.!balance of Capital and 
Current Accounts 

Balance c/d. .. ‘ 

£ 

Profit for 6 months to date x £1,750) 

50 

100 

725 , 

£ 

875 




' 

£875 ; 

£875 

G one-sixth 

H five-sixths 




121 Balance b'd 

604 . 

725 




! 

£725 i 

£725 


F CURRENT ACCOUNT 


Drawings 


£ £ 
250, Salary to 31 St March .. ' 50 

Profit .. . ... 194 

Balance to Capital Account .. .. .. 6 


£250 ; £250 


Current Account 
Balance c/d. 


F CAPITAL ACCOUNT 


£ 

6 

4,094 


£4,100 


Balance b/d. 

Interest to 30th September- 6 months at 5 % per 
annum .. 


£ 

4,000 

100 

£4,100 

4,094 


Balance, being total amount due to P’s Estate b/d. 





Drawings .. 
Balance c/d. 


Drawings 
Balance c/d 
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G CURRENT ACCOUNT 

£ £ 
too Salary - F, G and H $0 

218 Profit 97 

Salary - G and II SO 

Profit 121 

£318 £3i» 

Balance b/d, 211 


H CURRENT ACCOUNT 


£ £ 
700 Profit - F, O and H 484 

388 „ G and H .. 604 

£1,088 £1,088 
Balance b/d. 388 


Note 

If F’s trustee applied to the court for a share of the profits, the latter would probably direct 
that the profits should be charged with reasonable salaries for the services of the continuing 
partners, before arriving at the balance of which F was entitled to a share. 

(c) Amalgamation of Firms 

Where the members of two or more partnerships decide to amalgamate, the trans¬ 
action resolves itself into the dissolution of the existing partnerships and the formation 
of a new one. For the purposes of the amalgamation it is probable that the goodwill 
and other assets of the original firms will be revalued, and the capitals of the respective 
partners adjusted by reference to the profit or loss arising on such revaluation, before 
arriving at the amount of capital introduced by each partner into the new firm. Where 
the capital of the new firm is a fixed amount, to be provided by the partners in specified 
proportions or sums, it may be necessary, after giving effect to the agreed revaluations 
of assets, for cash to be withdrawn or paid in by one or more of the partners in order 
to adjust the capitals to the agreed amounts. 


niastratioii 

Black and Green and Brown and Grey are two partnerships carrying on a similar type of 
business. They agree to amalgamate the two businesses as on 1st January, 1963, under the 
name of Tints & Co. Black and Green share profits in the ratio 8 :7 and Brown and Grey 
3 :2. The respective Balance Sheets at 3!st December, 1962, were as under: 


Trade aod Expense Creditors 
Current Accounts: 

Black 

Green 

Capital Accounts: 

Black 
Green 
Brown 
Grey .. 


1 Black 

Brown 

and Green 

and Grey 

£ 

£ 

6,400 

3,600 

1.000 


600 

— 

12,000 

MW 

1 lO.SOO 


_ 

11,000 

— 

^800 

; £30,300 

£24,400 


t 
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Balance at Dank 

Invmments 

Debtors 

Stock 

Vefaictes 

Fixtures 

Freeholds . 


Block Brown 

, and Green and Grey 
£ £ 
4.200 3,100 

1.500 — 

7.100 6,300 

3,900 6,700 

2.500 1,700 

1,800 1,400 

7.500 3,000 

£30,300 £24,400 


The amalgamation agreement contained the following provisions: 

(1) The freeholds and fixtures of Brown and Grey to be sold; these assets were sold for 
£10,000 and the sale was completed on 1st January, 1963. 

(2) Assets to be revalued as under: Black Brown 

and Green and Grey 
£ £ 

Stock. 5,700 6,200 

Vehicles 2,300 1,500 

Fixtuies 2,000 — 

Freeholds 9,500 — 

(3) Provision to be made for doubtful debts of £400 by Black and Green, and of £500 by 
Brown and Grey; the creditors of each firm to be subject to a discount of 2| per cent. 

(4) Black to take over his firm’s investments at £1,200. 

(5) The goodwill of Black and Green is to be taken at £7,500, and that of Brown and Grey 
at £5,000. 

(6) Profits in the new firm are to be shared in the proportion of six-twentieths to Black, five- 
twentieths each to Green and Brown and four-twentieths to Grey. 

(7) The capital of the new firm is to be £50,000, to be provided by the partners in their profit- 
sharing ratios, adjustments to be made in cash. 

Close the books of Black and Green and of Brown and Grey, and show the opening 
balance sheet of Tints & Co. 


BLACK AND GREEN'S BOOKS 
REALISATION ACCOUNT 


£ 

Sundry Assets 

Provision for Doubtful Debts 
Capital Accounts - ProHi on ReaUaation: 

Black sJiSths . .. 4,672 

Green 7/t5ths .. .. 4,088 


t I 

30,300 , Black - Investments 

400 ' Provision for Discount on Creditors 
Tints & Co,; Assets taken over; 
i Goodwill 

I Freeholds 

8,760 Fixtures 

' Vehicles 

Stock 

I Debtors 

Bank Balance 

£39,660 I 



CAPITAL ACCOUNTS 



Black 

Green 


Investments 

£ 

1,200 

£ 

Balances, b/f. 

Capital in Tints & Co. 

13,000 

12,300 

Current Accounts .. 

Cosh from Tints ft Co. 

1,472 

2.688 

Realisation Account - Profit 


£17.672 

£13.188 
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Sundry Aswu 

Provision for Discounts on Creditors 


£38,460 ii 


Sundry Creditors 
Provision for OoubtfUl Debts 

Capital Accounu: 

Capital in Tinu A Co. 

Cash. 


Black 

Green ' 
£ 

£ 

13,000 

12.300 

1,472 

2,688 


1 


-j 31,660 
ioMW 


BROWN AND GREY’S BOOKS 
REALISATION ACCOUNT 


Sundry Assets 

Provision for Doubtful Debts 
Profit on Realisation: 

Brown 3/3ths 
Grey 2/5th8 


Discount on Creditors 
Tints A Co. - Assets transferred: 
Goodwill 
Vehicles 
Stock .. 

Debtors 
Bank Balance 

(including £10,000 proceeds of 
Freeholds, etc.) 


S.OOO 

1.500 

6,200 

6.500 
13,100 


£32,440 


32,300 

£32,440 


Capital in Tints A Co, 
Cosh t)x>m Tints A Co. 


CAPITAL ACCOUNTS 


Brown i Grey : 
£ ; £ ■ 
12,500 10,000 ! 

3,024 ! 816 I 

£15,524 I £10,816 | 


Balance, b/f. 
Realisation Account - 


Brown 

Grey 

£ 

£ 

11,000 

7,800 

4,324 

3,016 

£13,324 

£10,816 


TINTS & CO. 


Realisation Account - Sund^ Assets 
Provision for Discounts on Creditors 


£ '! 

32,300 
140 . 


I £32,440 


Creditors token over 

3,600 

Provision for Doubtful Debts 

300 


Brown Grey 

Capitol Accounts: 

£ £ 

Capital in Tints A Co 

12,300 10,000 

Cash.. 

3,024 816 1 


j 02,440 


TINTS & CO. 

BALANCE SHEET as at 1st January, 1963 


Partners' Capital: 

Black 

Green 

Brown 

Grey 

Trade and Expense Creditors 
Less Provision for Discounts 


15,000 

12.500 

12.500 
10,000 

12,000 I 
300 ! 


Fixed Assets, at cost: 

Goodwill .. 

Freeholds .. 

Fixtures 

Vehicles 

Current Assets: 

Stock 

Debtors 

Less Provision for Doubtful 
Debts 

Bank Balance 


£13,600 


12,700 
I 9,300 
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Note. 

The Bank balance of Tints & Co. is made up as follows: 

£ 


Taken over from: Black and Green 


4,200 

Brown and Grey 


13,100 


£ 

17,300 

Less Paid to: Black 

1,472 


Green 

2,688 


Brown 

3,024 


Grey .. 

816 



- 8,000 


£9,300 

(d) The Conversion of a Private Firm into a Limited Company 
Frequently a private business is ‘converted’ into a limited company, i.e. transferred 
to the company in exchange for shares therein. The company may be either a private 
one, in which case the shares will be held by the families concerned, or a public com¬ 
pany, the shares or debentures of which may be offered for subscription to the public. 
The advantages of such a ‘conversion’ are set out in Section 1 of Chapter VIII. 
Such a transaction will necessitate the books of the firm being closed, and new 
books being opened for the company. The following will be the procedure for closing 
the firm’s books: 

(1) Open a Realisation Account, and transfer to the debit thereof the book value of 
the assets taken over by the purchasing company, crediting the various asset accounts. 

(2) Transfer to the credit of Realisation Account the liabilities assumed by the com¬ 
pany, debiting the respective liability aax)unts. 

(3) Debit the Purchasing Company’s Account, and credit Realisation Account with the 
agreed purchase price of the net assets taken over by the company. 

Note. The term ‘net assets’ means the assets less the liabilities. 

(4) The balance on the Realisation Account, after debiting expenses (if any), will 
represent the profit or loss on realisation of the net assets, and will be transferred 
to the partners’ capital accounts in the proportions in which they share profits and 
losses. 

(5) Debit the accounts of the assets ie.g. cash, shares, debentures, etc.) received as 
purchase consideration, and credit the Purchasing Company’s Account. 

(6) Pay off any liabilities not taken over by the new company, crediting cash and 
debiting the liability accounts. 

(7) Distribute between the partners the shares, debentures, etc., received from the 
company in the proportions agreed between them, debiting their Capital Accounts 
and crediting the accounts of the shares, debentures, etc. 

(8) Any balances remaining on Capital Accounts must now be cleared by the with¬ 
drawal or payment in of cash. 
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Illustration 

The firm of J, S and R. decide to form a limited company, J. S. & R. Ltd, and transfer their 
business thereto. Their Balance Sheet is as follows: 

J, S AND R 

BALANCE SHEET. 30rH June 




£ 



£ 

Capital Accounts: 



Freehold Ptoperty 


30,000 

J 

.. £2S,0()0 


Plant 


10.900 

S 

.. 15,000 


Fixtures. Fittings and Furniture 

.. 

1.500 

R 

10.000 


Stock-'in-T rade 


19,500 



50,000 

Sundry riebtors 

£«fl,836 





l^ss Provision 

2.000 

' 

Trade Creditors 


6t.JOO 



66,830 

Loan on Mortgage 


20,000 

Cash at Bank 

4.500 





„ in Hand 

70 







4.570 



£l.13,.100 



£131,300 


They share profits-J four-ninths, S three-ninths, R two-ninths. The purchase con¬ 
sideration was £85,000 (the company taking over all the assets and liabilities except the loan 
on mortgage), and was payable as to £25,000 in cash, £20,000 in 5 per cent, mortgage de¬ 
bentures, and £40,000 in ordinary shares. Expenses amounting to £600 were payable by 
the firm. 

Assuming the transactions to have been carried through, and the loan on mortgage repaid, 
close the books of the firm, the debentures and shares being divided between the partners in 
the following proportions: J one-half, S one-quarter, R one-quarter. 


REALISATION ACCOUNT 


Sundry Assets 

Expenses 

Capital Accounts, being profit: 

J four-ninths 

S three-ninths 

R two-nintKs 

.. £6.400 

4,800 
3.200 

£ 

135,300 

600 

14,400 

Provision fur Bad Debts 

Trade Creditors . 

} S. & R. Ltd., purchase consideration 

£ 

2,0(K! 

6.1,300 

85,000 



£150,300 


£150.300 


LOAN ON 

MORTGAGE 


Cash 

.. 

£ 

20,000 

' Balance b/d. 

£ 

20,000 



J, s & 

R LTD. 


Realisation Account, purchase consideration .. 

£ 

85,000 

Cash 

Debentures in J. S. A R. Ltd. 

Ordinary Shares in J. S. A R. Ltd. ., 

£ 

25.000 

20,000 

40,000 



£85,000 

; 

£85.000 


! ■; 

DEBENTURES IN J, S & R LTD. 


J. S. A R. Ltd 

• a a • 

£ 

20,000 

J Capital Account, one-half 

S „ one-quarter 

R u „ one-quarter 

£ 

10.000 

5,000 

5.000 



£20,000 

' 

£20,000 
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J. S. & R. Ud. 

£ 

40.000 J Capital Account, one-half 

S „ „ one-quarter 

R „ „ one-quarter 

•• 

£ 

20,000 

10,000 

10,000 


£40~000 


£40,000 

. 

- 

J CAPITAL ACCOUNT 

— ■ - - 

-- 

Debentures in J. S. & R. Ltd. 

Ordinary Shares in ). S & R. Ltd. .. 

Cash 

£ 

10,000 1 Balance b/d. 

20,000 1 Realisation Account, proflt.. 

1.400 j' 

•• 

£ 

23,000 

6,400 


■ £31,400 


£.31,400 


1 1 

S CAPITAL ACCOUNT 



Debentures in J. S. & R. Ltd. 

Ordinary Shares in J. S & R Ltd. 

Cash 

£ 

.S.OOO ' Balance b/d. 

10,000 ' Realisation Account, profit.. 

4,800 

.. 

■■ 

£ 

13,000 

4,800 


£19,800 , 


£19,800 


R CAPITAL ACCOUNT 



Debentures in J. S. & R. Ltd. 

Ordinary Shares in L S. & R. Ltd 

£ ; 

S.OOO ' Balance b/d. 

10,000 , Realisation Account, profit.. 

Cash 


£ 

10,000 

3.200 

1,800 


1 £15,000 


£13,000 


1 

CASH ACCOUNT 



LS. AR.Ltd. 

Capital Account: R 

£ ! 

.. 23,000 ' Loan on Mortgage 

1,800 Expenses 

Capital Accounts: 

; 1 : 

i 11 

£1,400 

4.800 

£ 

20,000 

600 

6,200 


I £26,800 l{ 


£26,800 

Normally, where a partnership is converted into a limited company, the partners of 
the firm will agree as to the manner in which the shares, debentures, etc., of the com¬ 
pany, received as purchase consideration, are to be divided between them. Where, 
however, the partners cannot agree upon such proportions an independent valuation 
of the shares, debentures, etc., should be obtained and the profit or loss disclosed 
thereby divided between the partners in their profit-sharing ratio. The shares, deben¬ 
tures, etc., at their agreed valuation, will then be divided between the partners in 
proportion to the adjusted balances on their capital accounts. If it is desired by the 
partners to share the profits of the company in the proportions in which the profits of 
the partnership were formerly divided, the shares, debentures, etc., should be allocated 
to the partners in their profit-sharing ratio, a cash adjustment being made between 
the partners in respect of any balances remaining due to or by them individually. 
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§§8-91 

§ 9. Joint Venture Accounts 

‘Joint venture’ is defined in ‘Bell’s Principles’, Art. 392, as follows: ‘Joint adventure 
or joint trade is a partnership confined to a particular adventure, speculation, cour&» 
of trade or voyage, and in which the partners, either latent or known, use no firm or 
social name, and incur no responsibility beyond the limits of the adventure.’ The 
incidents of joint venture cannot be distinguished in any way from those of an 
ordinary partnership, beyond the fact that the agreement is of a specially limited 
character. 

In actual practice joint ventures resolve themselves broadly into two classes: 


(a) Where a separate set of books is opened for the transactions of die Joint Venture 
In such a case, a joint banking account may be opened and the transactions recorded 
in a manner precisely similar to those of ordinary partnerships, each partner’s Capital 
Account being credited with the amount which he pays into the Joint Account. 
Interest on capital is usually taken into consideration, and the profits or losses are 
divided according to the shares agreed upon. 


ninstration (1) 

A and B were partners in a joint venture in timber, sharing profits - two-thirds and one- 
third respectively. A banking account in their Joint names is opened on the 1st January, 
A paying in £700, and B £850. 

The transactions were as follows: 


£ 


Jan. 

8 

Purchased from F. Daponta Cargo of Timber valued at.. 

665 



Accepted draft for same at one month 

665 


11 

Paid Freight and Expenses to Liverpool 

142 

Feb. 

20 

Sold T. Stephens & Sons Logs 

180 

»> 

21 

Received Cash less 5 % 

171 

99 

26 

Bought for Cash from Lehman & Co. Cargo of Timber, net 

800 

Mar. 

17 

Paid Freight and Expenses to Hull 

125 



Sold M. White & Co. Deals, net 

300 



Received their acceptance one month 

300 

April 

21 

Sold for Cash to M. Black & Co. Cargo purchased from 




Lehman & Co. .. 

.. 1,400 


30 

Stock balance of Daponta’s Cargo valued at .. 

.. 320 


The venture was closed on 30th April, by B taking over the unsold stock at an agreed 
valuation of £320, less 10 per cent. 

Adjust the accounts as between the partners at 30th April, allowing interest on capital 
at S per cent, per annum, and show: 

(1) The Joint Venture Account. 

f 

(2) The Partners’ Capital Accounts. 

(3) The Joint Cash Account. 

(4) The Joint Bills Receivable and Bills Payable Accounts. 
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JOINT VENTURE ACCOUNT 


Purchases: 

F. Daponta 
l«hinan ft Co... 

Freight and Expenses; 
Liverpool 
Hull .. 

Discount 

Interest on Capital: 

A 

B 

Balance, being Profit: 
A two-thirds .. 

B one-third 


£ 

s. 

d. 

£ 

s. 

d. 


£ 

s. d. 

1 £ 







Sales: 




665 

0 

0 




T. Stephens ft Sons 

180 

0 0 


800 

0 

0 




M. White ft Co. .. 

300 

0 0 




— 

1,465 

0 

0; 

M. Black ft Co. .. 

1,400 

0 0 











1,880 

142 

0 

0 



' 




j 

125 

0 

0 



,1 

B Capital Account; value of stock taken 

i 



_ 

267 

0 

0 ' 

over, £320 less 10% 

^ , 


288 




9 

0 

0 Ii 





11 

13 

4 








14 

3 

4 










— 

25 

16 

8 





267 

8 

II 








133 

14 

5 








— 

— 

— 

401 

3 

4 1 








£2,168 

0 





£2,168 


A CAPITAL ACCOUNT 


£ s. d. ' £ s. d. 

April 30 Cash 979 2 3 Jan. 1 Cash .. ' 700 0 0 

April 30 Interest on Capital .. ... II 13 4 

. Profit 267 8 11 


£979 2 3 £979 2 3 


B CAPITAL ACCOUNT 



£ 

s. 

d. 



Stock taken over 

288 

0 

0 

' Jan. 1 

Cash 

Cash 

709 

17 

9 . 

, April 30 

Interest on Capital 





«* 

Profit 


£ s. d. 
830 0 0 
14 3 4 
133 14 S 


£997 17 9 


£997 17 9 


CASH BOOK 


j 


£ 

s. 

d.' 

Jan. 1 

A Capital Account .. 

700 

u 

0 



850 

0 

0 

Feb. 21 , 

T. Stephens ft Sons 

171 

0 

0 

April 20 1 

Bills Receivable 

300 

0 

0 

.. 21 1 

Cash Sales: 





M. Black ft Co. .. 

.. 1 1,400 

0 

0 . 



£3,421 

0 

0 

April 30 1 

Balance b/d. 

1,689 

0 

0 1 

1 



£1,689 

0 

0 





£ 

s. 

d. 

Jan. 

II 

Freight and Expenses 

142 

0 

0 

Feb. 

11 

Bills Payable 

665 

0 

0 


26 . 

Cash Purchases: 






f ehntan ft Co. 

800 

0 

0 

Mar. 

17 

Freight and Expenses 

.. ; 125 

0 

0 

April 

.30 

fialaoce c/d. 

.. ' 1,689 

0 

0 



■ 

i £3,421 

T 

0 

April 

30 

A .. 

.. i 979 

2 

3 



B .. 

.. 709 

17 

9 




! £1,689 

"o' 

"o 


BILLS RECEIVABLE ACCOUNT 


Mar. 17 { 


£ s. d. i! i 

£ s. d. 

; 300 0 0 1, AprU 20 | Cash 

300 0 0 

! !i 1 



M. White ft Co. 
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I 

Feb, It ' Cuh 

i 


BILLS PAYABLE ACCOUNT 
£ (. d. 

665 0 0 Jan. 8 F. Dapanta 


£ s. d, 
665 0 0 


In some cases, although a separate set of books is kept for the joint venture, it is 
not considered necessary to open a special banking account therefor. In these circum¬ 
stances each party to the venture will disburse sums on behalf of the joint account 
from his own banking account, into which he wiU also pay cash received by him 
from time to time. In the books of the joint venture the Capital Accounts of the 
parties concerned will be credited with the sums paid out on behalf of the venture 
and debited with the cash collected. 

niustration (2) 

A and B are partners in a joint venture in produce, sharing profits in the ratio 2 : 1. A sep¬ 
arate set of books is opened for the venture, but all cash transactions are dealt with by the 
partners through their own banking accounts. 

The transactions of the venture were as under: 


£ 


Jan. 

1 

Purchased produce from J. Smith 

Freight and expenses thereon paid by A 

1,000 

120 

Feb. 

1 

J. Smith’s account met by A subject to 10% cash discount 


>• 

13 

Sold to A. Brown produce for 

860 

»» 

15 

Sold to T. Jones produce for 

620 

March 

1 

Cash purchase by B for 

600 

April 

1 

Payment to B by A. Brown in settlement of his account 


May 

1 

Payment to A by T. Jones in settlement of his account .. 


June 

1 

Sundry expenses paid by A .. 

Balance of produce sold by A for £700 cash. 

61 


The accounts of'the venture are to be made up to 30th June, on which date a settlement 
is effected between the parties. Interest is to be calculated to the nearest £ at 5 % per annum. 


A CAPITAL ACCOUNT 


May I , 
June 1 
„ 30; 


Cash From T. Jones 

Mos.| 

2 ; 

Int. 

£ 

5 

^ J. 

620 1 

Cash Sales 

1 

3 

700 1. 

Balance of Interest to 
contra 



ii 

Cheque from B in settle* 
ment 

1 

:■ 

1 

1 

i 1 

■ ! 

£22 

1 

99 , 

[1 

£1.419 1 


Jan. 1 : 
Feb. 1 
June 1 
.. 30 


Freight and Expenses 
J. Smith 

Sundry Expenses 
Balance of Interest 


Profit .. 


Mot. Int. 

£ . 
6 3 ; 

S 19 

1 

I 


£ 

120 

900 

61 

14 



324 
! £1.419 


I 






182 


BOOK-KEEPING AND ACCOUNTS 


[Chap, vn 


B CAPITAL ACCOUNT 


. 

Mos.' Im. 



' Mos.; Int. 


' 

£ 

£ 


i i 

£ 

pril 1 Cash from A. Brown 

3 : 11 

860 

' Mar. 1 Cash Purchase 

4 10 

600 

ne 30 Balance of Interest •. 


1 

' June 30 ' Balance ofinterest to contra 

! 1 


, 

"irr” 



1 £11 





1 Profit .. 

1 

162 

i 

1 


1 Cheque to A in settlement 

1 

99 

i 


£861 

1 

1 1 

1 ! 

£861 

i 

i ’■. 

JOINT VENTURE ACCOUNT 

: 1 

1. .1. . . 

■ ■ 


i 

£ 



£ 

Purchaies: 

£ 1 


1' Sales: 

£ 


J. Smith 

1,000 1 


i A. Brown 

860 


Cash. 

600 1 


T. Jones 

620 : 



■ 1 

1,600 

Cash 

700 


Freight and Expenses 


120 


_ 

2.180 

Sundry Expenses 


61 

1 Discount . 


lUO 

Interest: A 

■ ■ i 

14 

Interest: B 


1 

Profit: 

1 





A two*th!rds 

324 i 





B one-third 

162 1 


I 




-: 

486 

1 




r 

£2,281 



£2,281 


In their respective books A and B will keep accounts to record the payments made by 
them on behalf of the venture and the cash received therefrom. These accounts will appear 
as under: 


A’s BOOKS 

JOINT VENTURE WITH B 


Jan. 1 
Feb. 1 ' 
June 1 
.. 30' 

Cash - Freight and Expenses 
„ J. Smith 
„ Sundry Expenses 

Interest Account .. 

Profit and Loss Account- two-thirds 
of profit on venture .. 

£ 

120 ' May 
900 ' June 

61 ;i .. 

14 

324 I 

1 

1 

30 

Cash - T. Jones 

Cash Sales 

Cheque from B .. 

£ 

620 

700 

.. i 99 

! 

i 

1 


1 

1 

1 

£1,419 1 

1 



, £1,419 


JOINT 

B’s BOOKS 

VENTURE WITH A 


1 

Mar. 1 1 
June 30 j 

i 

Cash Purchase .. i 

Profit and Loss Account - one-third of i 
profit on venture .. 1 

Cheque to A .. .. 1 

f 

600 April 
" June 

162 

99 , 

1 ' 

30 

Cash - A. Brown .. ' 

Interest Account .. 

£ 

860 

1 

i 


! 

i 

£861 



1 £861 

1 ■■ ■!! 


(b) Where no separate set of books is opened for the transactions of the joint venture 
In such a case each party will record his own transactions on behalf of the joint ven¬ 
ture in his own books, and no joint banking account will normally be opened. In order 
to ascertain the profit or loss, each party must render to the other a complete statement 
of all transactions entered into by him, and these must then be combined into a 
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memorandum Joint Venture Account. This account, which does not appear in the 
books of either party, but is raised from material supplied by both, is in the nature 
of a Profit and Loss Account. As soon as the result is ascertained, each partner will 
debit or credit the account for the joint venture in his own books with his share of 
the result, and the balance of this account, if the venture has been completed, will 
then represent the amount due to or by, the other party. 


niostration (1) 

M and R were partners in an underwriting venture, sharing profits and losses M three-fifths 
and R two-fifths. They agree to guarantee the subscription at par of 100,000 shares of £1 each 
in a company, and to pay all expenses up to allotment, in consideration of a commission of 
6 per cent, in cash and 10 per cent, in fully-paid shares of the company. 

M provided cash for the following expenses: Registration Fees £620; Advertising £2,700; 
Printing and Prospectuses £270. R provided the cash for the remainder, v/z.. Rent of Offices 
£45; Petty Cash £20; Stamps £90; Law Costs £250. The whole of the commission was 
received by M. 

The public having subscribed only 70,000 shares, the underwriters had to take up 30,000, 
the cash being provided by and shares allotted to them in the proportions of - M three-fifths 
and R two-fifths. 

In due course they sold all the shares except 5,000, including those received for com¬ 
mission, at an average price of 15s. 3d., less brokerage of 3d. per share, the remaining 5,000 
being taken over by M at 12s 6d. per share. The sales were effected as to 21,000 by M and 
14,000 by R. 

Prepare a Joint Venture Account, and the separate accounts of the partners in their own 
books, showing the final balance payable by the one to the other, the shares taken over by 
M being brought into account, and no interest being taken into consideration. 


M’s BOOKS 

JOINT ACCOUNT WITH R 


Cash - Expenses 
„ Shares taken up 
Shares received as Commission 
Profit and Loss Account: 

three.Afths of £1,380 
Balance due to R .. 


Cash - Expenses 
„ Sham taken up 
Sham drawn from M 
Profit and Loss Account: 
Two-flfliha of £1,380 


Sham 

18,000 

10,000 

£ 

3,590 

18,000 

828 

2,457 

! 

1 Cash - Commission 

1 „ Proceeds of Shares sold 

Own Investment Account - Shares taken 
‘ over 

1 Shares sold by R. .. 

1 

' Sham 

21,000 

1 5,000 

: 2,000 

£ 

6,000 

15,750 

3,125 

28,000 

£24,875 

i 

28.000 

£24,875 


,1 

Balance due to R 

1 

(• 


2,457 

JOINT 

R’s BOOKS 

ACCOUNT WITH M 



Shares 

12,000 

2,000 

£ 

405 

12,000 

Cash - Proceeds of Sham sold 

Balance due fix>m M 

i 

1 Shares 

1 14,000 

1 

£ 

10,500 

2,457 

1 

* 552 


i 


14.000 

£12,957 


1 14,000 

£12,957 


2,457 


i 

1 



Mance due ftom M 
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£ £ 


£ ^penses paid by M; 


Rcgittration Fceii.. 

620 


.Advertising 

2,700 


Printing, etc. 

270 

3.590 

Expenses paid by R: 

Rent 

45 


Petty Cash 

20 


Stamps 

90 


law Costs 

250 

405 

Cost of Shares taken up: 

M 

18.000 


R 

12,000 

30.000 

lialance, being Proflt; 

M three-fifths 

828 


R two-fillLhs 

552 

1,380 

£35,375 


£ £ 

Cash - Underwriting Commission .. 6.000 

Sale of 35,000 shares at ISs. net; 

M 15,750 

R 10,500 

- 26.250 

Shares taken over by M, 5,000 (a 12s 6d. .. 3,125 


£^5,375 


Notes to Illustration 

(1) It is preferable to place no value on the shares received as commission until they are sold, 
when the proceeds are credited to the Joint Account. As these shares were received by M 
the receipt and sale thereof appear in the Joint Account in his books. 

(2) The shares allotted to M and R respectively are the property of the partnership, not of 
the individual partners; they represent the stock-in-trade of the venture, part of which is in 
the custody of M and part of R. Where it is necessary for one partner to draw on stock 
held by the other for the purpose of effecting delivery of shares sold, this involves no pay¬ 
ment of cash between the partners, but each partner must account to the venture for the 
proceeds of the sales effected by him. Thus, R must credit his Joint Account with the 
proceeds of the 14,000 shares sold by him, although delivery of 2,000 of these shares must 
be made out of the shares held by M. 

(3) The 5,000 shares taken over by M represent a purchase by him from the venture, the 
agreed price being credited to the Joint Account in his books as the proceeds of a sale by 
the venture, and debited to M’s personal Investment Account. 

An alternative method is for one (or each) of the partners to record the whole of the 
transactions in his own books, in which, in addition to the Joint Venture Account, a 
personal account for the other partner will be opened. The Joint Venture Account 
will be debited with all the payments made, and credited with all the sums received, by 
both partners, the cash book being credited with the payments made and debited 
with the receipts of the partner in whose books the transactions are being recorded, 
and the personal account of the other partner credited and debited respectively with 
the payments and receipts made by him. Any stock taken over by the partners will be 
credited to the Joint Venture Account, and debited, in the case of the first named 
partner, to his purchases or other appropriate account, and in the case of the other 
partner, to his personal account. 

The profit disclosed by the Joint Venture Account will be divided between the 
partners according to the agreement between them, the first-named partner’s share 
being credited to his own Profit and Loss Account or Capital Account, and the other 
partner’s share to his personal account. A loss will be treated in the converse 
manner. The balance remaining on the personal accotmt of the other partner will now 
rq>resent the sum due to or from him to close the venture. 




PARTNERSHIP ACCOUNTS 


§9] 

Illustration (2) 

Bear and Bull agreed to deal in stocks and shares on joint account and to share any pri 
or losses equally. 

The following transactions took place: 

(1) 4th January. Bear purchased 2,000 £1 shares in Washers Ltd. at 35s. per share, expenses 
amounting to £34. 

(2) 10th January. Bull purchased 1,000 £1 Ordinary Stock units in Assurances Ltd. at 42s. 
cum div., expenses amounting to £32. 

(3) 30th March. Bull purchased a further 500 £l Ordinary Stock units in Assurances Ltd. at 
40s. ex div., expenses amounting to £16, 

(4) ISth April. A dividend, less tax of £83, for the year ended the previous 31st December, 
on 1,500 Assurances Ltd. £1 Ordinary Stock units, was received by Bull, who immediately 
paid to the broker the amount applicable to the seller, £28. 

(5) 30th April. Afully-paidallotment letter was received by Bear from Washers Ltd. in respect 
of an issue in the proportion of one new £1 share, credited as fully-paid, for every two 
shares held. These shares ranked for dividend pari passu with the old shares as from 1st 
May. Bear sold the new shares for 22s, 3d. each, less a brokerage of 3d. per share. 

(6) 30th April. A dividend, less tax of £220, for the year ended the previous 31 st December, 
was received by Bear from Washers Ltd. 

(7) 25th June. Bull purchased £250 (1,000 5s. units) Ordinary Stock in Showers Ltd. at 10s. 
per unit, expenses amounting to £25. 

(8) 31st July. A capital distribution of Is. per unit was received by Bull on the Showers Ltd. 
Ordinary Stock. 

(9) 30th August. Bear sold the shares in Washers Ltd. at 25s. per share, expenses amounting 
to £32. 

On 30th September, it was agreed to (erminate the venture. Bull taking over the Assurances 
Ltd. stock at a valuation of 50s. per £1 unit, and Bear the Showers Ltd. stock at a valuation 
of 15s. per 5s. unit, the balance between them being settled by cash. 

You are required to prepare: 

(a) The Joint Venture Account, and 

(b) Bear’s Account, 

as they would appear in Bull’s books. 

JOINT VENTURE ACCOUNT 


Jan. 4 
10 


Mar. 30 | 


Apr. 15 


June 25 ' 
Sept. 30' 


Bear, purchase 2,000 £1 Shares in 
Washers Ltd. at 3Ss. a share plus 
expenses of £34 

Cash, 1,000 £1 Ordinary Stock units 
in Assurances Ltd. at 42s. each plus 
expenses of £32 

Cash, 500 £1 Ordinary Stock units m 
Assurances Ltd. at 40s. ex div. plus 
expenses of £16 

Oish, Dividend on 500 £1 Ordina^ 
Stock units in Assurances Ltd. paid 
to seller 

Cash, 1,000 5s. Slock units in Showers 
Ltd. at 10s. a unit pins expenses £25 

Bear, half share of profit on 
venture £593 

Profit and Loss Account, half 
share of profit on venture 593 


£ 

Apr. 15 

Cash, Dividend less tax on 1,500 £1 

£ 

3,534 

Ordinary Stock units in Assurances 
Ltd. 

83 


30 

Bear, sale of 1,000 Shares in Washers 
Ltd. at 22s. net .. 

Bear, dividend less tax on 2,000 £1 

i 

; 1.100 

2,132 

July 31 

Shares in Washers Ltd. 

Cash, Capital distribution on Showers 

220 

1 


1,016 

Ltd. Stock 

Bear, sale of 2,000 £1 Shares in 

50 

Aug. 30 


Washers Ltd. at 25s. a Share less 

1 

28 

Sept. 30 

expenses £32 

Investment Account, 1,500 £1 Ordinary 

2,468 

525 

Stock units in Assurances Ltd. taken 
over at 50s each .. 

3.750 




Bear, 1,000 5s. Stock units in Showers 



Ltd. taken over at ISs. each 

750 

1,186 




£8,421 



£8,421 
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Apr. 30 


Aug. 30 , 


Sept. 30 I 


Joint Venture Account, mle of 1,000 
£1 Shares in Washers Ltd. received 
as bonus shares at 22s. net 
Joint Venture Accmint, dividend less 
tax on 2,000 Shares in Washers Ltd. 

Joint Venture Account, sale of 2,000 
Shares in Washers Ltd. at 2Ss., less 
expenses £32 .. , 2,468 

Joint Venture Account, Stock units in i 
Showers Ltd. taken over .. .. { 7S0 


Joint Venture Account, purchase of 
Shares in Washers Ltd. 

Joint Venture Account, half share of 
proflt on Venture 
Cash 


I 


BEAR’S ACCOUNT 
£ 


I 


1,100 

220 


I Jan. 4 
Sept. .10 , 


£ 

3,334 

393 

411 


I £4.538 


£4,338 


Note 

Since the £500 stock in Assurances Ltd. was purchased on 30th March ex div. the dividend 
received thereon on 15th April belongs to the seller and must be paid over to him. 

Where the venture is not completed at the time the accounts of one or both parties 
are normally closed, and it is desired to ascertain the profit or loss to date, the unsold 
stock must be valued and brought into account. 

It is suggested that the basis of valuation should be similar to that adopted in the 
case of unsold stock on consignment, v/z., cost plus a proportion of the expenses 
which have been incurred (reducible if necessary to the net realisable value). The 
proportions in which the parties provided the stock or bore expenses in connec¬ 
tion therewith are, at this stage, irrelevant. As already stated, the stock is the property 
of the partnership, not of the individual partners, and for the purpose of an interim 
settlement of account, each party should carry forward in his Joint Account his pro¬ 
portion of the value of the stock in the ratio in which he shares profits. By carrying 
down the unsold stock in the profit-sharing ratio the profit or loss earned to date will 
automatically be divided between the partners in the correct proportions. 

If an immediate settlement between the parties is not required it will be sufficient 
for each partner to balance his Joint Venture Account, bringing down the balance 
disclosed thereon and deferring settlement until the completion of the venture. 


Illustration (3) 

On 1st January A and B entered into a joint venture, agreeing to share profits and losses in 
the ratio of 3 :2. A supplied goods to the value of £3,000 and incurred expenses amounting 
to £400. B supplied £1,000 in goods and paid £500 expenses. Their agent sold three-fourths 
of the goods for £5,500, and remitted the proceeds to B after deducting 5 per cent, commis¬ 
sion on sales, on 31st March, on which date accounts were prepared, and an interim settle¬ 
ment was effected between A and B. 

On 30th June the agent reported that he had sold the remainder of the. goods for £2,000, 
and remitted the proceeds to B, less 5 per cent, commission, A financial settlement was then 
effected between the partners. 

• A’s BOOKS 

JOINT ACCOUNT WITH B 


Jan. 1 

Mar. 31 

Goods 

Cash - Expenses .. 

Profit to date 

£ 

3,000 

400 

9.30 

Mar. 31 

Balance c/d. - proportion of unsold stock ; 
Cash from B 

£ 

733 

3,393 



£4,330 



£4,330 

Apr. 1 1 
June 30 i 

Balance b/d. 

Profit 

735 

.. ' 403 

i 

June 30 | 

j 

Cash from B m settlement .. 

1,140 

i 


i £1,140 

1 

\ 


£1,140 
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B’s BOOKS 

JOINT ACCOUNT WITH A 


Jan. 1 

Mar.31 

Goods 

Cash - Expenses 

Agent’s Commission 

Profit to date 

Cash to A 

•• 

£ 

1 1.000 i 

' 300 

275 ' 
620 
3,395 ' 

1 

Mar.31 | 

Agent Sales 

Balance c/d. - proportion of unsold stock 

£ 

3,500 

490 




£5,990 

1 


£3,990 

June 30 

Balance b/d. 

Agent's Commission 

Profit 

Cash to A in settlement 


400 

, 100 
270 
' 1 140 

June 30 

Agent - Sales 

2,000 




: £2,000 

j 

I 


£2,000 


MEMORANDUM JOINT VENTURE ACCOUNT 


Jan. I Goods supplied, A .. 


Expenses - A 
B 

Mar.31 AKcnl’s Commission 
Profit: A 'hrer-iirths 
B two-fifihs 


Apr. I Balance - Stock b/d. 

Agent's Commission 
Profit - A three-fifths 
B two-fifths 


£ 

i £ 


£ 

3,000 


Mar.31 .Soles 

5,500 

1,000 

, 4,000 

Balance c/d. - stock unsold 

t,22S 

400 



500 

! 



- — 

900 




275 : 



930 




620 

i 


1 





1 £6.725 

1 

£6,723 


1,225 i 

June 30 ' Sales .. 

1 2,000 

1 


: 100 il 1 

405 



1 

270 

675 


1 

1 

1 



£2,000 ! 

1 

£2,000 

1 

j 

1 



Note. The unsold stock at 31st March is valued as follows: 
One-fourth of £4,(XX), cost of goods .. £1,(XX) 
One-fourth of £9{X), expenses .. 225 


£1,225-apportioned A fths .. £735 
—» Bfths .. 490 


£1,225 


At the conclusion of the venture, A has received from B a total of £4,735, being the 
amount of his expenditure on the venture, £3,400, plus his share of the profit, £1335. B has 
received back his expenditure of £1,5(X) plus his share of the profit £890 — £2,390, repre¬ 
sented by: 

£7,125 
4,735 


£2390 


Remittances received from Agent 
Less paid to A 









CHAPTER VIII 


COMPANY ACCOUNTS 

N.B .—Section references in this chapter are to the Companies Act, 1948, except where otherwise indicated* 

§1. Hie Distinction between Partnerships and Limited Liability Companies 

The law relating to companies has evolved slowly, having been amended from time 
to time to keep pace with the developments of commerce. It is now embodied in the 
Companies Act, 1948, under which the large majority of companies are governed. 

Companies may be registered with limited or unlimited liability, but it is considered 
necessary to deal here only with the former class, in which the liability of the members 
for the company’s debts is limited to the amount which, on becoming members, they 
undertake to contribute to the company’s capital. 

Companies with limited liability may be limited either by guarantee or by shares. In 
the former class, each member undertakes to contribute a specified sum towards the 
liabilities of the company in the event of its being wound up. In the case of a com¬ 
pany limited by shares, the capital is divided into a number of shares, and the liability 
of each member is limited to the amount for the time being unpaid on the shares 
which he has agreed to take up. 

The principal distinctions between an unlimited partnership and a limited company 
are as follows: 

1. A partnership has no legal identity apart from its members. A company has a 
Separate Legal Entity, which is not affected by changes in its membership* 
It may contract, sue and be sued in its corporate name and capacity. 

2. In the case of an unlimited partnership, the Liability of each member of the 
firm for the debts of the firm is unlimited; in the case of a limited company, the 
liability of each shareholder is limited to the amount he has agreed to pay to the 
company for the shares allotted to him, and if such shares are fully paid up he is 
subject to no further liability. 

3. In the case of a partnership, the Number of Partners is Limited to 
twenty, except in the case of a private banking concern, where the number is limited to 
ten. In the case of a public company, the number of shareholders is only limited by 
the number of shares authorised and issued, but there cannot be less than seven 
members. In a private company, the number of members must not exceed fifty, ex¬ 
clusive of past and present employees, and cannot be less than two. 

4. If, in a partnership, the Legal Number of partners is exceeded, the associa¬ 
tion is an illegal one, and, although this does not affect the question of the partners’ 
liability, seeing that this was unlimited in the first instance, they cannot take legal 
action for the enforcement of contracts or rights, although they are capable of being 
sued. In the case of a public company, if the number of members sinks below seven, 
or in the case of a private company, below two, this is good ground for the presenta¬ 
tion of a petition for winding-up; but as regards the liability of the members, six 
months’ grace is given, and after this time has expired all those members cognisant of 
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the fact that the number has sunk below seven, or two, as the case may be, are 
severally liable for the whole of the debts of the company contracted after the expira¬ 
tion of the six months. 

5. In the case of an unlimited partnership, each member can normally take part in 
the Management of the business, and can legally bind the firm by his actions with 
the outside world within the scope of his real or apparent authority; whereas in the 
case of a company, the rights of management are delegated to persons called directors, 
who alone can act on behalf of, and bind, the company. 

6. In the case of a partnership, each member is entitled to have Access to the 
Books and accounts of the firm; whereas in the case of a company, the right of the 
members to inspect the books, with the exception of the books open for inspection 
by statute, depends on the articles. 

7. In the case of a partnership, the Rights of the Partners as between them¬ 
selves are governed by agreement, which itself can be varied by agreement between 
the partners. In the case of a company, the powers, which can only be altered in the 
manner and within the limits laid down by the Companies Act, are defined by the 
memorandum of association; and the powers and duties of the directors carrying on 
the business are defined by the articles of association, which can only be altered by 
-special resolution of the company in general meeting. 

8. A partnership is subject to the general provisions of the Partnership Act, 1890, 
which, however, can be varied to some extent in so far as affects the relationship of the 
partners inter se by mutual agreement (and in appropriate cases to the provisions of 
the Limited Partnerships Act, 1907, and the Registration of Business Names Act, 
1916); a company is subject to the Companies Act, the provisions of which cannot 
legally be varied by the company. 

9. The Capital of a partnership is contributed by the partners according to 
agreement, and is not necessarily fixed in amount, being frequently increased by un¬ 
drawn profits, or reduced by losses sustained, or b> withdrawals; whereas in the case 
of a company, the authorised capital is fixed by the memorandum, and cannot be re¬ 
duced without a special resolution and leave of the Court; or increased, except by 
resolution of the company in general meeting. 

10. The share of a partner in a firm cannot be transferred, except by agreement 
between all the partners; in the case of a company, shares are freely transferable, 
subject only to any restrictions imposed by the articles. 

11. A limited company is required by statute to keep prescribed Books of 
Account, under serious penalties for default; there is no such statutory obligation 
on a partnership. 

12. In the case of a private firm, an annual Audit is not compulsory, whereas in 
the case of a company it is. 

13. The Profits of a partnership may be withdrawn by the partners as and when 
ascertained, or periodical drawings on account of profits may be made by mutual 
agreement. In the case of a company, the profits are distributed by means of dividends 
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calculated at a percentage or at a rate per share. Such distribution is only made on the 
authority of a resolution passed by the company in general meeting, although the 
articles may provide for interim dividends to be declared by the directors. 

A limited company, as compared with a partnership, offers the following additional 
advantages: 

1. The share of a deceased member is more readily ascertainable and transferable. 
Moreover, the actual carrying on of the business is not liable to be so disturbed by the 
death of a member as it is in the case of a partnership. Whereas, subject to any agree¬ 
ment to the contrary, the death of a partner dissolves the firm, the death of a member 
does not affect the legal existence of a company. 

2. The control of a company can be secured by one or more members holding the 
shares (or a majority of them) which carry the voting rights. Additional capital can 
be obtained by the issue of further shares, e.g., preference shares, without the dis¬ 
turbance of such controlling inter^t. 

3. Family provision is facilitated; e.g., a parent can transfer shares to children, 
whilst retaining control, whereas if he took them into partnership, they would have 
all the rights and liabilities of partners. 

4. A larger capitalisation of the business is possible, since it is much easier, as a 
rule, to raise large or small units of capital where the holders will have the protection 
of limited liability than where they would be partners. 

5. An interest in the business can be given to employees in the form of shares,, 
without loss of control. 

6. By transferring a business to a company the proprietor is able to realise the 
goodwill, either for a cash consideration or for shares, without relinquishing control 
of the business. A material saving in surtax may be effected on the profits retained 
in the business, since, provided a reasonable proportion of the profits is distributed,, 
only the distributed profits are liable to surtax in the hands of the company’s members, 
whereas the whole profits of a partnership, whether drawn out of the business or not, 
are chargeable to surtax on the partners. This advantage may, however, be neutralised 
by the fact that the company is liable to profits tax, whereas a partnership is not 

On the other hand, limited companies are more subject to statutory and con¬ 
stitutional restrictions, and a certain amount of publicity is given to their affairs;, 
heavy stamp duties and fees are payable upon incorporation; companies are liable 
to profits tax and dividends from companies are regarded as unearned income for 
taxation purposes. The last disadvantage can, however, be overcome to the extent 
that the profits are paid to the members as directors’ emoluments. In some isolated 
cases, also, the cr^it of the company may not be so favourably regarded by trade 
creditors as was that of the former partnership. 

In order to form a company limited by shares, the following documents must be 
lodged with the registrar of companies, and the requisite fees and stamp duties paid: 
(1) The Memorandum of Association. This must be stamped as a deed with a 10/- 

stamp, and with a fee stamp on the following graduated scale: 
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Where the authorised share capital does not exceed £2,000.. 2 0 0 

For every further £1,000 or part thereof up to £5,000 1 0 0 

For every further £1,000 or part thereof up to £100,000 0 5 0 

For every further £1,000 or part thereof . 0 10 

The maximum fee is £50. 

(2) The Articles of Association. This must be stamped as a deed with a 10/- stamp. 
A filing fee of 5/- is also payable. 

(3) A Statement of Nominal Capital. This is a statement of the authorised capital 
with which the company is to be registered, as stated in the memorandum of 
association and must be stamped with a capital duty of 10/- per £100 on the 
authorised amount. 

(4) A statutory declaration signed by a solicitor engaged in the formation of the 
company or by a person named in the Articles as a director or secretary of the 
company, to the effect that all the statutory requirements of the Companies Act, 
1948, have been complied with. This requires a 5/- filing fee. 

The above documents must be filed by all companies, but if the company is to be a 
public company, there must also be filed— 

(5) a list of the persons who have consented to act as directors; 

(6) their written consent to act; and 

(7) an undertaking in writing by each to take up and pay for the minimum number of 
shares (if any) named in the articles as the qualification of the directors. A filing fee 
of 5s. is payable on each of these three documents. The undertaking to take up the 
qualification shares also needs a 1/- contract stamp for each director if his nominal 
qualification exceeds £5. 

Notice of the situation of the company’s registered office (and of any change therein) 
must be given within fourteen days of incorporation (or of the change), but it is usual 
to lodge this at the same time as the above documents. Each such document and, every 
other document containing a record of fact required by the Act to be recorded by the 
registrar of companies, must be stamped with a filing fee of 5/-. 

§ 2. Private Companies 

A Private Company is defined by Section 28, as a company which by its articles: 
{a) restricts the right to transfer its shares; and 

(ib) limits the number of its members to fifty (joint holders beingtreated as oneperson), 
not including persons who are in the employment of the company, and persons 
who, having been formerly in the employment of the company were, while in 
such employment, and have continued after the determination of such employ¬ 
ment, to be members of the company; and 
(c) prohibits any invitation to the public to subscrit^ for any shares or debentures 
of the company. 

Every company which does not contain such clauses in its articles is a Public 
Company. 
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If default is made by a company in complying with any of the provisions of its 
articles which constitute it a private company, the company will cease to be entitled to 
the privileges and exemptions conferred on private companies, but the Court may give 
relief if the default is accidental or on other reasonable cause (s. 29). 

If a private company alters its articles so that they no longer include the above 
provisions, the company forthwith ceases to be a private company, and must, within 
fourteen days, deliver to the registrar of companies a prospectus, or a statement in 
lieu of prospectus, in the prescribed form (s. 30). 

One of the privileges which was accorded to every private company prior to 
1st July, 1948, was exemption from the obligation to annex to its annual return 
(which must be filed with the registrar of companies) a certified copy of its balance 
sheet, including every document required by law to be annexed thereto. As from 
1st July, 1948, however, this exemption only applies to a private company which has 
at all times since 1st July, 1948 (or the date of its first registration, if later) satisfied 
the undermentioned conditions, and sends, with its annual return, a certificate signed 
by a director and the secretary that to the best of their knowledge and belief, the 
said conditions are and have b^n, so satisfied. The Board of Trade has power, on 
application by the directors, to exempt a company which has not previously satisfied 
the conditions, but is satisfying them at the date of the annual return (s. 129). 

A company which satisfies these conditions is referred to as an Exempt Private 
Company. 

The conditions are: 

(fl) that no body corporate is the holder of any of its shares or debentures; 

(b) that no person other than the holder has any interest in any of the shares or 
debentures; 

(c) that the number of persons holding debentures of the company is not more than 
fifty (joint holders being treated as a single person); 

(d) that no body corporate is a director of the company, and neither the company 
nor any of the directors is party or privy to any arrangement whereby the policy 
of the company is capable of being determined by persons other than the directors, 
members and debenture holders. 

In the following circumstances, however, the fact that a person other than the 
holder has an interest in the shares or debentures, or that a body corporate holds 
shares or debentures in the company, as the case may be, will not affect the exemption 
of the company: 

1. Where any share or debenture is subject to a charge in favour of a banking or finance 
company by way of security, for the purposes of a transaction entered into in the ordinary 
course of business, the interest of that banking or finance company is disregarded: 

2. If the banking or finance company or its nominee is the holder of any share or deben¬ 
ture as security, then the person entitled to the equity of redemption in that share or 
debenture shall be treated as the holder; 

3. Any interest under a contract for the transfer of any shares or debentures shall be 
disregarded until execution of an instrument of transfer, unless the execution thereof is 
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unreasonably delayed. On execution of the transfer the transferee will be the holder of the 
shares unless the company refuses to register the transfer; 

4. Any interest of the company itself in any of its shares or debentures and any lien or 
charge thereon arising by operation of law shall be disregarded; 

5. Where shares or debentures form part of the estate of a deceased person, so long as 
the administration of his estate is not completed; 

6. Where shares or debentures are held' by a trustee on the trusts of a will or family 
settlement disposing of those shares or debentures, so long as no body corporate has any 
immediate interest therein under the trust; 

7. Where shares or debentures are vested in a trustee or administrator or other person 
for a person of unsound mind; 

8. Where shares or debentures are held by a trustee for the purpose of a scheme main* 
tained for the benefit of employees of the company, including any director holding a 
salaried employment or office in the company; 

9. Where shares or debentures are held by a banking or finance company or its nominee 
acquired in the ordinary course of business; but this exception will not apply if one-fifth or 
more of the shares carrying voting power are held in this way; 

10. Where any shares or debentures form part of the assets in a bankruptcy or liquidation 
of a holder thereof or are held on trusts created for his creditors or are held for the purpose 
of a composition or scheme made or approved by the Court; 

11. The condition that no body corporate is the holder of any shares of or debentures in 
the company is subject to an exception for shares in the company held by another body 
corporate which is itself an exempt private company. For this exception to apply, however, 
the company itself (the ‘relevant company’), the company holding shares therein, and any 
further company which has to be taken into account in determining the right to be treated 
as an exempt private company of the company holding shares in the relevant company, 
must together have a total membership of not more than fifty persons, joint shareholders 
being treated as a single person, and the companies themselves and their employees and 
former employees being disregarded. 

In addition to the exemption from the obligation of fihng a copy of its balance 
sheet with its annual return, an exempt private company is entitled to the following 
special privileges: 

1. Its auditor need not possess a professional qualification or be authorised by the 
Board of Trade (s. 161). 

2. A partner or employee of an officer or servant of the company is not disqualified 
from appointment as auditor (s. 161). 

3. Copies of certain resolutions and agreements which must be filed with the 
registrar of companies, need not be printed (s. 143). 

4. Loans may be made by the company to its directors (s. 190). 

Apart from the above, which are applicable only in the case of companies which 
satisfy the conditions necessary to constitute them exempt private companies, the 
following privileges are enjoyed by every private company, whether an exempt 
private company or not: 

1. It may have a minimum of two members (s. 1). 

2. It need not issue a prospectus or statement in lieu of prospectus (s. 48). 

O 
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3. It can commence business immediately on incorporation (s. 109). 

4. The minimum number of directors is one instead of two (s. 176). 

5. There are no restrictions on the appointment of directors by the Articles (s. 181). 

6. The age limit of 70 in respect of directors does not apply (s. 185). 

7. A separate resolution is not required for the appointment of each director 
individually (s. 183). 

8. Neither a statutory meeting nor a statutory report is required (s. 130). 

A certificate signed by a director and the secretary must be given on the annual 
return of a private company to the effect that no invitation has been issued to the 
public to subscribe for any shares or debentures, and where it appears from the list 
of members that the number of members exceeds fifty, a further certificate must be 
given stating that the excess comprises employees or ex-employees who were members 
when employed by the company and have continued to be members since ceasing to 
be so employed (s. 128). 

As already stated, if the company is an exempt private company, an additional 
certificate must be given that the conditions constituting the company an exempt 
private company are satisfied (s. 129). 

The Jenkins Committee on Company Law Reform have recommended that the 
distinction between exempt and non-exempt private companies should be ended and 
that the privileges of the exempt private company, including the exemption from 
filing accounts with the Registrar of Companies, should be abolished. 

The Committee have also recommended that there should be no distinction in the 
Companies Act in the treatment of public and private companies, and that the 
relevant sections of the Act should be repealed. 

These recommendations have not yet been adopted by the Government. 

§ 3. The Memorandum and Articles of Association 

(a) The Memorandum of Association is the document forming the constitution of a 
company, and defining its objects and powers. 

The memorandum of association of a company limited by shares contains 
five clauses: 

1. The name of the company, which must end with the word ‘limited’. 

2. The domicile of the company, /.e., whether its registered office is to be situated 
in England (which includes Wales) or Scotland. 

3. The objects of the company. 

4. A declaration that the liability of the members is limited. 

5. The amount of capital, and the shares into which it is divided. 

The memorandum must be signed by not less than seven persons, or not less 
than two in the case of a private company, agreeing to take up not less than one 
share each. 

(b) The Articles of Association contain the rules and regulations for conducting the 
business of the company, and define the rights of the members and the powers and 
duties of the directors. The principal clauses deal with the following matters: 
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1. A declaration as to how far the provisions Of Table A are expressly excluded. 
In so far as the articles do not exclude or modify the regulations in Table A, the 
latter are applicable. 

Table A is a model set of articles which automatically applies to any company 
limited by shares not having articles of its own. The present Table A contained in the 
Companies Act, 1948 applies to any company registered after 30th June, 1948. Any 
company working under an earlier Table A can adopt the present Table A by special 
resolution. 

The present form of the revised table, which came into force on the 1st July, 
1948, forms a schedule to the Companies Act, 1948. 

Many companies register special articles excluding Table A entirely, in which 
case most of the clauses of Table A, modified where expedient, are in fact repro¬ 
duced in the special articles. 

2. A recital of the basis on which the company is constituted. 

3. The regulations as to the issue of capital and variation of rights of members, 
lien on shares, payment of underwriting commission, etc. 

4. The making of calls on shares. 

5. The transfer and transmission of shares. 

6. The forfeiture and surrender of shares; conversion of shares into stock, and 
alteration of capital. 

7. The holding, notice of, and procedure at general meetings. 

8. The voting rights of members; polls and proxies. 

9. The directors—their number, remuneration, qualification, rotation, dis¬ 
qualification and removal. 

10. The appointment and powers of managing directors. 

11. The proceedings and powers and duties of the board of directors. 

12. The borrowing powers of the company. 

13. The appointment, remuneration, removal, etc., of the secretary. 

14. The use of the company’s seal. 

15. Accounts and audit. 

16. Dividends and reserves. 

17. The capitalisation of profits. 

18. Notices to members. 

19. The rights of members inter se. 

§ 4. The Statutory Books and Returns 
(a) Ike Register of Members 

Under Section 110 every company must keep a register of its members, and enter 
therein the following particulars: 

(i) The names and addresses of the members, and in the case of a company having 
a share capital, a statement of the shares held by each member, distinguishing 
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each share by its number so long as the share has a number, and of the amount 

paid or agreed to be considered as paid on the shares of each member. 

(ii) The date at which each person was entered in the register as a member. 

(iii) The date at which any person ceased to be a member. 

Where the company has converted any of its shares into stock and given notice of 
the conversion to the registrar of companies, the register must show the amount 
of stock held by each member instead of the amount of shares and the particulars 
relating to shares specified above. 

The register of members must be kept at the registered office of the company, 
unless the work of making it up is done at another office of the company or of the 
person making it up, when it can be kept there, provided that other office is not 
outside the country of the company’s domicile. If the register is not kept at the regis¬ 
tered office at all times after 1st July, 1948, the company must file with the registrar 
of companies the address where it is kept and any change in that address (s. 110). 

When the company has more than fifty members, and the register is not in such a 
form as to constitute, in itself, an index, an index must be kept at the same place as 
the register for the purpose of facilitating ready reference. Any alteration in the 
register must be reflected in the index (where necessary) within fourteen days. A loose 
leaf register kept in alphabetical order therefore appears desirable. 

The register and index must be open to the inspection of members of the company 
without charge, and of other persons at a fee not exceeding one shilling, for at least 
two hours on each business day. Copies of any part of the register can be required by 
any person on payment (s. 113). The company has power on giving notice by news¬ 
paper advertisement (s. 115) to close the register for an aggregate of thirty days in each 
year, thus permitting and facilitating the preparation of the annual return and the 
dividend warrants to shareholders. 

The register of members is generally combined with the share ledger, until the 
shares are fully paid (see § 8 (a) post). Once the shares are fully paid, however, the 
share ledger can be closed, and where transfers are numerous, the details thereof 
will not be included in the share register. 


(b) The Register of Charges 

Under Section 104 every limited company must keep at its registered office a 
register of charges, and enter therein all charges specifically affecting property of the 
company, and all floating charges on the undertaking or any property of the company, 
giving in each case a short description of the property charged, the amount of the 
charge, and, except in the case of securities to bearer, the names of the persons 
entitled thereto. 

This book and a copy of every instrument creating any charge must be open for 
inspection by any creditor or member of the company without charge, and by any 
other person on payment of a fee not exceeding one shilling, for at least two hours 
on each business day (s. lOS). 
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(c) Register of Debenture Holders 

Although a company is under no statutory obligation to keep a separate register 
of debenture holders, if such a register is kept at an address other than its registered 
office, notice of the address at which it is kept must be given to the registrar 
of companies, as in the case of the share register. Notice must also be given 
of the situation of duplicate registers in England (by a Scottish company) or Scotland 
(by an English company) unless such register has always been kept at the same place 
(s. 86). Registers of debenture holders must be open to inspection in the same way 
as registers of members (s. 87). 

(d) Annual Return 

Every company having a share capital must once at least in every year make a return 
containing the names and addresses of all persons who, on the fourteenth day after 
the company’s annual general meeting for the year, arc members of the company, 
and of persons who have ceased to be members since the date of the last return, or, 
in the case of the first return, of the incorporation of the company (s. 124). 

The return must state the number of shares held by each of the existing members at 
the date of the return, specifying shares transferred since the date of the last return 
(or in the case of the first return, since the incorporation of the company), by persons 
who are still members and by persons who have ceased to be members respectively, 
and the dates of registration of the transfers; and if the names therein are not 
arranged in alphabetical order, must have annexed to it an index sufficient to enable 
the name of any person in the list to be readily found. 

Where, however, the company has converted any of its shares into stock and given 
notice of the conversion to the registrar of companies, the return must state the amount 
of stock held by each of the existing members instead of the amount of shares and 
the particulars relating to shares. 

In any year, if the return for either of the two immediately preceding years has 
given the full particulars mentioned above, there need only be included in the return 
particulars of persons ceasing to be or becoming members since the date of the last 
return, and to shares transferred or changes in stock held since that date, /.e., a full 
return of members who do not change their holdings need only be made every third 
year. 

The return must also state the address of the registered office of the company and 
if the register of members or of debenture holders is not kept there, the address at 
which it is kept, and must contain a summary distinguishing between shares issued 
for cash and shares issued as fully or partly paid up otherwise than in cash, and 
specifying the following particulars: 

(a) The amount of the share capital of the company, and the number of the shares 
into which it is divided. 

(b) The number of shares taken from the commencement of the company up to the 
date of the return. 

(c) The amount called up on each share. 
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(d) The total amount of calls received. 

(e) The total amount of calls unpaid. 

(J) The total amount of the sums, if any, paid by way of commission in respect of 
any shares or debentures. 

(^) The discount allowed on the issue of any shares issued at a discount, or of so 
much of that discount as has not been written off at the date on which the return 
is made. 

(h) The total amount of the sums, if any, allowed by way of discount in respect of 
any debentures, since the date of the last return. 

(i) The total number of shares forfeited. 

(j) The total amount of shares for which share warrants are outstanding at the date 
of the return, and of share warrants issued and surrendered respectively since 
the date of the last return, and the number of shares comprised in each share 
warrant. 

(k) The total amount of the indebtedness of the company in respect of all mort¬ 
gages and charges which are required (or, in the case of a company registered in 
Scotland, which, if the company had been registered in England, would be re¬ 
quired) to be registered with the registrar of companies under the Act, or which 
would have been required so to be registered if created after 1st July, 1908. 

(/) All such particulars with respect to the persons who at the date of the return are 
the directors of the company, and any person who at that date is the secretary of 
the company as are by the Act required to be contained with respect to directors 
and the secretary in the register of directors and secretaries of a company. 

The return must be in accordance with the form set out in the Sixth Schedule to 
the Act, or as near thereto as circumstances admit. 

In the case of a company keqping a dominion register, the particulars of the entries 
in that register must, so far as they relate to matters which are required to be stated 
in the return, be included in the return made next after copies of those entries are 
received at the registered office of the company, but the full particulars (including 
existing members) must be included. 

A company need not make an annual return in the yeai of Ib incorporation, and 
if no annual general meeting is held in the following year (because the first general 
meeting, which must be held within eighteen months of incorporation, does not 
fall in that year (s. 131)), it need not file an annual return in that year either. 

The copy to be filed with the registrar must be signed by a director and the secretary 
and delivered within forty-two days after the annual general meeting for the year. 
Should no meeting be held in any calendar year, the registrar will require the return to 
be made up to the 31st December. 

Except in the case of exempt private companies, and of assurance companies 
which have complied with the provisions of Section 8 of the Assurance Companies 
Act, 1958 (i.e. which have submitted a copy of their accounts to the registrar when 
depositing copies with the Board of Trade), a copy (certified by a director and the 
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secretary to be a true copy) of every Balance Sheet laid before the company in 
general meeting during the period to which the return relates, together with a copy 
of the Auditor’s Report, and including every document (e.g., director's report, 
profit and loss account and group accounts in the case of a holding company) 
required by law to be annexed to the balance sheet, must be annexed to the annual 
return. If the balance sheet does not comply with statutory requirements as to its 
form, etc., it must be amended accordingly (s. 127). The Act states that a ‘written’ 
copy of such balance sheet must be filed, but the registrar will accept a printed or 
type-written copy if properly certified by a director, or the manager or secretary of 
the company. 

(As to the certificates required from a private company, see § 2 ante.) 

As already stated, the Jenkins Committee on Company Law Reform have recom¬ 
mended that the exemption of exempt private companies from the obligation to file 
accounts with the annual return should be abolished. 

(e) Minute Books 

Every company must cause minutes of all proceedings of general meetings, all 
proceedings at meetings of its directors and, where there are managers, all proceedings 
at meetings of its managers, to be entered in books kept for that purpose. 

Any such minute, if purporting to be signed by the chairman of the meeting at 
which the proceedings were had, or by the chairman of the next succeeding meeting, 
is evidence of the proceedings. 

Where minutes have been so kept, then, until the contrary is proved, the meeting 
is deemed to have been duly held and convened, and all proceedings had thereat to 
have been duly held, and all appointments of directors, managers or liquidators are 
deemed to be valid (s. 145). 

The minute books containing records of the proceedings at general meetings of the 
company must be kept at the registered office and for at least two hours on each 
business day be open to the inspection of any member without charge (copies can 
be obtained on payment (s. 146)). 

There is no provision as to inspection by members of the minute of meetings of 
directors, nor would such inspection normally be desirable. 

Any register, index, minute book or book of account may be kept either by 
making entries in bound books or by recording the matters in question in any other 
manner. If they are not kept in a bound book, adequate precautions must be taken 
for guarding against falsification and for facilitating its discovery (s. 436). 

(f) Register of Directors and Secretaries 

Every company must keep at its register^ office a register of its directors and 
secretaries containing with respect to each of them the following particulars: 

(a) in the case of an individual director, his present Christian name and surname, 
any former Christian name and surname, his usual r^idential address, his 
nationality, his business occupation, if any, particulars of any other directorships 
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held by hun, and, in the case of a company that is not a private company (or if 
a private company, is a subsidiary of a company incorporated in the United 
Kingdom which is neither a private company, nor registered in Northern 
Ireland with provisions which, if it were registered in Great Britain would make 
it a private company), the date of his birth; and 
(If) in the case of a corporation, its corporate name and registered or principal office. 

It is not necessary, however, for the register to contain particulars of directorships 
held in companies of which the company is a wholly-owned subsidiary, or which 
are the wholly-owned subsidiaries either of the company or of another company of 
which it is a wholly-owned subsidiary. For this purpose the expression ‘company’ 
includes any body corporate incorporated in Great Britain: a body corporate 
is a wholly-owned subsidiary of another if it has no members except that other and 
its wholly-owned subsidiaries and its or their nominee(s) (s. 200). 

As regards the secretary or secretaries, the register must contain: 

(a) in the case of an individual, his present Christian name and surname, any former 
Christian name and surname and his usual residential address, and 
(h) in the case of a corporation or Scottish firm, its corporate or firm name and 
registered or principal office. 

If all partners in a firm are joint secretaries, the name and principal office of 
the firm may be stated instead of particulars of each. 

The company must, within a period of fourteen days from the appointment of the 
first directors of the company, send to the registrar of companies a return in the pre¬ 
scribed form containing the particulars specified in the said register, and within 
fourteen days from the happening thereof a notification in the prescribed form of any 
change among its directors or secretary or in any of the particulars contained in the 
register (s. 200). 

The register is to be open to the inspection of any member of the company without 
charge, and of any other person at a charge not exceeding one shilling, for at least 
two hours on each business day. 


(g) Register of Directors’ Sharehoidings 

Every company must keep a register showing as respects each director (not being 
its holding company), the number, description and amount of any shares in or 
debentures of the company (or any holding or subsidiary company or subsidiary 
company of the company’s holding company) which are held by or in trust for him 
or of which he has any right to become the holder (whether on payment or not). 
The register need not include shares in a wholly-owned subsidiary (i\e., a company 
in which all the members are the holding company and its wholly-ovmed subsidiaries 
and its or their nominees). When any shares or debentures fall to be or cease to be 
recorded in the register by reason of a transaction entered into after 30th June, 1948, 
while the owner was a director, the register must shew the date of, and price or other 
consideration for the transaction (s. 19S). 
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A dir^tor may require the nature and extent of his interest or ri^ts in or over the 
shares or debentures to be recorded. 

The register must be kept at the registered office, and must be open to inspection 
by any member or debenture holder for at least two hours in every business day, during 
the period beginning fourteen da3rs before the annual general meeting and ending 
three days after its conclusion, and at any time for inspection by a representative of 
the Board of Trade. The register must be open and accessible throughout the annual 
general meeting to any person attending the meeting. 

A person in accordance with whose directions or instructions the directors are 
accustomed to act is deemed to be a director for the above purposes; and a dir^tor 
of a company is deemed to hold, or to have an interest or right in or over, any shares 
or debentures if a body corporate other than a company holds them or has that 
interest or right in or over them, and either 

(i) that body corporate or its directors are accustomed to act on his directions or 
instructions, or 

(ii) he is entitled to exercise or control the exercise of one-third or more of the 
voting power at any general meeting of that body corporate. 

It is the duty of every director to give notice to the company of such matters 
relating to himself as are necessary for the above purposes (s. 198). 

(h) The Directors* Report for the Statutory Meeting 

The Statutory Meeting of a Public Company is a general meeting of the 
members which must be held not less than one month nor more than three months 
after the company is entitled to commence business. A Statutory Report must 
be prepared, to be laid before the meeting, and this must, at least fourteen days before 
the date fixed for the holding of the meeting, be forwarded to every member of the 
company. If the statutory report is forwarded later than fourteen days before the 
meeting, it is nevertheless valid if all the members entitled to attend and vote at the 
meeting so agree. A copy must be filed with the registrar of companies forthwith, after 
being so forwarded. 

The report, which must be certified by not less than two directors, must show: 

(a) the total number of shares allotted, distinguishing shares allotted as fully or 
partly paid up otherwise than in cash, and stating in the case of shares partly 
paid up the extent to which they are so paid up, and in either case the considera¬ 
tion for which they have been allotted; 

(b) the total amount of cash received by the company in respect of all the shares 
allotted, distinguished as aforesaid; 

(c) an abstract of the receipts of the company and of the payments made thereout, 
up to a date within seven days of the date of the report, exhibiting under distino* 
live headings the receipts of the company from shares and debentures and other 
sources, the payments made thereout, and particulars concerning the balance 
remaining in hand, and an account or estimate of the preliminary expenses of 
the company; 

G3 
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{d) the names, addresses and descriptions of the directors, auditors (if any), managers 
(if any), and secretary of the company; and 
ie) the particulars of any contract, the modification of which is to be submitted to 
the meeting for its approval, together with the particulars of the modification, 
or proposed modification. 

The statutory report, so far as it relates to the shares allotted by the company, 
and to the cash received in respect of such shares, and to the receipts and payments 
of the company on capital account, must be certified as correct by the auditors (if 
any) of the company (s. 130). 

The provisions relating to the statutory meeting and the statutory report do not 
apply to private companies, and since it is nowadays customary for most companies 
to be formed in the first place as private companies, and later to be converted into 
public companies, these provisions have little practical application. 

The Jenkins Committee on Company Law Reform have recommended that the 
section of the Act dealing with the statutory meeting and the statutory report should 
be repealed. 

(i) The Books of Account 

The provisions of the Act as to accounting are dealt with post in § 15. 

§ 5. The Various Classes of Share Capital 

A share has been defined as ‘the interest of a shareholder in the company measured 
by a sum of money for the purpose of liability in the first place, and, of interest in 
the second, but also consisting of a series of mutual covenants entered into by all the 
shareholders, inter se\ 

The share capital of a company may be divided into different classes of shares, 
of which the following are the most usual: 

(a) Preference Shares 

Preference shares entitle the holders to a fixed rate of dividend before any dividend 
is paid on other classes of shares. They may also carry the right, by virtue of the 
articles, to repayment of capital, on a winding-up, in priority to other types of shares. 

Preference shares may be either cumulative or non-cumulative. The latter only carry 
a right to a fixed dividend out of the profits of any year, and if there are insufficient 
profits in that year to pay the full dividend they have no right to have the arrears 
made up out of future profits. They may or may not have a right, in the event of 
liquidation, to repayment of capital in priority to other classes of shares. 

Cumulative preference shares entitle the holders to a fixed rate of dividend in the 
same way as non-cumulative preference shares, but with the additional right to have 
any arrears of dividend paid out of future profits before any dividends are paid on 
other classes of shares. 

The rights of preference shareholders are entirely governed by the memorandum 
and articles of association, and there are other varieties than those enumerated above; 
for example,^ company may have participating preference shares, which 
carry a right, m addition to a fixed dividend, to further participation in profits after a 
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dividend of a specified rate has been paid on the ordinary shares. In the absence of 
express or implied provision in the articles to the contrary, preference shares are 
cumulative as to dividend, but are only entitled to rank pari passu with other classes of 
shares in repayment of capital on liquidation. 

If authorised by its articles a company may issue redeemable preference 
SHARES, as to which see post, § 6 (/). 

Every share in a company is on an equal footing except in so far as the rights 
attaching thereto are expressly modified by the memorandum and articles of associa¬ 
tion and the terms of issue. A preference as to dividend does not of itself exclude 
other rights, e.g., to share in surplus assets on a winding-up. It has, however, been 
held that where the articles of a company set out tlie rights attached to a class of 
shares to participate in profits while the company is a going concern or to share in 
the property of the company in liquidation, primd facie the rights so set out are 
exhaustive. The burden of proof that preference shareholders have any further 
rights is on them and depends upon a true construction of the articles {Re Isle of 
Thanet Electricity Supply Co. Ltd.). 

(b) Ordinary Shares 

Ordinary shares entitle the holders to the divisible profits remaining after prior 
interests (if any) have been satisfied. They may be divided into preferred and 
DEFERRED ordinary shares, the former carrying a preferential right to a fixed rate of 
dividend, and the latter being entitled to the whole, or a proportion, of the surplus 
profits after provision has been made for dividends on ail classes of shares having 
prior rights. Ordinary shares are commonly referred to as ‘equities'. 

(c) Founders, Deferred or Management Shares 

These shares are usually limited in number and are sometimes issued fully paid to 
the vendors or managers of the business or their nominees, in consideration either 
of part of the purchase price or of services rendered. Generally, they only rank for 
dividend after other classes of shares have received specified rates of dividend, when 
they may be entitled to the whole or a portion of the surplus profits and this may 
make them extremely valuable. 

(d) Voting Rights of Shareholders 

The voting rights attaching to shares are governed by the articles of the company. 
Under Table A each share carries one vote, but it is quite common for the articles 
to concentrate the voting power in the hands of the ordinary or ‘equity’ shares, and 
to confer no voting rights on the preference shareholders except when the preference 
dividend is in arrear. In such cases the control of the company is in the hands of the 
ordinary shareholders, and this is reasonable, on the grounds that the ordinary share¬ 
holders carry the major part of the risk. 

In recent years a number of public companies have adopted the practice of issuing 
two classes of ordinary shares, only one of which (comprising as a rule the minority 
of the shares) carries voting rights. Only the non-voting shares (or ‘A’ or ‘B’ ordinary 
shares, as they are usually designated) are made available to the public. Strong objec¬ 
tion has been taken to the issue of voteless equity shares, mainly on the principle that 
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as a matter of public policy ownership of interests in companies should carry with it 
some measure of responsibility for their control, and that it is wrong for the holders 
of a minority of the equity shares to have voting control to the exclusion of shares 
representing a major proportion of the equity. It is also objected that the holders of 
voteless shares have no redress short of expensive and difficult Court proceedings in 
the event of misconduct on the part of directors appointed by the voting minority. 
A further objection is that the descriptions applied to voteless as distinct from voting 
shares may not be sufficiently clear to ensure that a purchaser knows what he is 
getting, or that if he knows he is getting voteless shares he may not fully comprehend 
the implications. 

In support of the above views, quite a campaign has been waged for the abolition 
of voteless ordinary shares, and the pros and cons of the subject were carefully con¬ 
sidered by the Jenkins Committee on Company Law Reform, whose report was pub¬ 
lished in June 1962. In their evidence before the Committee the supporters of 
voteless shares contended that the abolition of such shares would be an unwarranted 
interference with freedom of contract, and that if a company was able to find sub¬ 
scribers who are ready and willing to take voteless shares for their money there was 
no reason why the bargain should not be carried through on the terms which were 
mutually agreeable to both parties. Voteless shares enable fresh capital to be raised for 
expansion of a business while leaving control in the hands of the persons who had 
steered the business to success and best understood its requirements. It was also 
pointed out that the legal prohibition of the issue of voteless shares would be fruitless 
as it would be possible to raise the funds required by means of loan capital which 
would be voteless, and the holders of which could be given rights against profits and 
assets approximating to those attached to equity shares. Various other arguments 
against the abolition of voteless shares were advanced, one of which was that the 
enfranchisement of existing voteless shares would involve the payment of compen¬ 
sation to the existing holders of the voting shares for the loss of their exclusive voting 
rights. 

The Committee in their report stated that after careful consideration of the argu¬ 
ments either way, they had come to the conclusion that the case for the abolition by 
law of voteless shares had not been made out. They recommended, however, that— 
{a) the Board of Trade should seek to enlist the voluntary co-operation of the Stock 
Exchange, the press and other institutions to give full publicity to any lack or 
restriction of voting rights attaching to particular equity shares; 

(b) notice of all general meetings should be required to be sent to holders of voteless 
equity and preference shares; 

(c) holders of voteless equity and preference shares should be entitled to receive a 
copy of any chairman’s statement which is circulated with the accounts. 

At the time of writing no steps have yet been taken by the Government to imple¬ 
ment these recommendations. 

It may be mentioned that a number of companies have, in fact, recently altered their 
Articles so as to confer voting rights on erstwhile non-voting shares. 
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(e) The distinction between Stock and Shares 

A share in a company is an individual unit of capital and is indivisible. A holding 
must consist of a number of complete shares, and although there may be two or more 
joint holders of a share, no fraction of a share can, be held or transferred. 

Stock consists of capital consolidated into bulk, which can be made divisible in any 
monetary fractions. It has been aptly termed ‘a bundle of shares.’ It is customary, 
where stock has been issued, for the articles of the company to provide for holding 
in multiples of one pound sterling only, so as to minimise clerical labour in eflecting 
transfers, calculating dividends, etc. 

The chief differences between stock and shares are as follows: 

(a) Stock must be fully paid up, whereas shares need not be. 

(b) Stock may be issued or transferred in fractional parts (subject to provisions in 
the articles). A share cannot be divided, but can only be transferred as a complete 
unit. 

(c) Each share must be distinguished by a separate number until all the shares of the 
class in question are fully paid and rank pari passu for all purposes (§74); stock 
need possess no distinguishing numbers. 

A company cannot issue stock in the first instance: if it wishes to issue stock it 
must first issue shares, and then convert them into stock when they are fully paid. 
Many large concerns whose shares are actively dealt in on the Stock Exchange have 
converted tlieir shares into stock in order to economise in clerical labour when 
shares are transferred. The saving in labour will readily be seen when it is realised 
that a sale of, say, 10,000 shares having distinctive numbers, might involve the entry 
of numbers which, owing to their not running consecutively, would fill the back of 
the share certificate. These numbers would have to be written on the transfer in the 
old member’s account, in the new member’s account, and on the new share certificate, 
etc., whereas in the case of stock only the monetary value would have to be shown. 

(f) Shares of no Par Value 

As has been seen, the memorandum of association of a company must state the 
amount of the share capital with which the company is registered and the number of 
shares into which such capital is divided. Each share is of a fixed amount, which is 
called the ‘nominal’ or ‘par’ value, and it has always been a fundamental principal 
of company law in this country that every share must have a nominal value. 

In the United States of America and other countries, however, shares of ‘no par 
value’ have been quite common for many years, and there has recently been growing 
support for amendment of the Companies Act, 1948 to permit the issue of similar 
shares in this country. Accordingly, in December 1952, the Board of Trade appointed 
a committee—^the Gedge Committee—^to report what amendments should be made 
for this purpose, having due regard to the need for safeguards for investors and for 
the public interest. 

In the report of this Committee, which was published in April 1954, the following 
principal justifications for the proposed change are adduced: 

1. The present system of issuing shares with a fixed nominal value may cause 
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confusion, since many small investors are apt to think that because a share has a 
nominal value of say £1, it must necessarily be worth £1, which is often very far from 
being the case. 

2. Where shares have a nominal value dividends are usually expressed as a 
percentage thereof. Frequently, the capital employed is far greater than the nominal 
amount of the issued share capital, owing to large amounts of profits being retained 
and used in the business, and a dividend which may be quite moderate when con¬ 
sidered in relation to the capital actually employed in the business may appear to be 
unduly high when expressed as a percentage of the nominal capital. If companies 
were permitted to issue shares of no par value, dividends would be dwilared at so 
much per share, and the illusion of an excessively high rate of dividend, which is 
liable to evoke a good deal of irresponsible criticism, would be avoided. 

'fhe Gedge Committee made, inter alia, the following recommendations: 

1. Both public and private companies should be permitted to issue ordinary 
shares of no par value. 

2. It would be unwise to issue preference shares of no par value because ‘a fixed 
dividend must have a relation to the sum on which it is paid’ and also because ‘the 
repayment of a fixed sum in a winding-up’ is inconsistent with the concept of no 
par value. 

3. Companies should be allowed, by special resolution, to convert their ordinary 
shares having a nominal value (whether fully paid or not) into shares of no par value; 
or vice versa, provided that the no par value shares to be converted were fully paid. 

4. Where a company has shares of no par value, the total proceeds of a cash issue 
would have to be credited to a ‘stated capital account’ and should not be distributable. 

5. Where an issue has been made for a consideration other than cash, a sum equal, 
in the opinion of the directors, to the value of the consideration would also have to 
be credited to the stated capital account. 

Subsequently, the Jenkins Committee on Company Law Reform have recom¬ 
mended that the Companies Act should be amended to allow the issue of both 
preference and ordinary shares of no par value and that the consequential changes 
in the law which the Gedge Committee recommended should apply, subject to 
certain suggested modifications, to preference as well as ordinary shares. 

At the time of writing no steps have been taken by the Government to implement 
the recommendations of either of these committees. 

§ 6. The Application and Allotment of Shares 

(a) Application Letters 

When the directors of a public company decide to issue shares, forms of application 
letters are sent out with a prospectus to those persons who are considered most likely 
to subscribe, or the form may be printed at the foot of the advertisements of the 
prospectus. 

In the great majority of cases subscribers are r^uired to remit the amount payable 
on application (which, under the Companies’ Act, must not be less than S per cent. 
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of the nominal value of the shares) direct to the company’s bankers, who may or 
may not issue formal receipts therefor. (Where permission to deal in the securities 
on the London Stock Exchange is applied for, the council of the Stock Exchange 
require not less than 25 per cent, of the nominal value to be paid on application.) 

(b) Application and Allotment Sheets 

A separate banking account should be opened for the issue. Each day the company 
will obtain from the bank the statement of receipts and the application letters, and 
these will be entered up immediately on application and allotment sheets, a form of 
which is given below. 

Each application letter will be numbered in consecutive order, as received, and 
the name, address and description of the applicant, the number of shares applied for, 
and the amount paid on application, will be entered on the application and allotment 
sheet. As soon as the lists are closed, and it is ascertained that the minimum sub¬ 
scription (where applicable) has been subscribed, the directors will proceed to allot 
the shares, and minutes of all allotments will appear in the diroitors’ minute book. 
The application and allotment sheets should also be initialled by one of the directors 
at the point to which allotments have been made. The number of shares allotted and 
the distinctive numbers of such shares (if any), together with the amount payable on 
allotment, will be entered in the columns provided for that purpose. 

No allotment of shares or debentures is permissible in pursuance of a prospectus 
issued generally, and no proceedings on applications so made, can be taken until the 
third day after that on which the prospectus is first so issued, or such later time (if 
any) as may be specified in the prospectus. This time is referred to in the Act as ‘the 
time of the opening of the subscription lists’(s. 50). 
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Remarks 


(c) The Minfanum Subscription 

In order that prospective applicants for shares may be able to determine whether 
or not the company is raising enough capital for its immediate purposes, and to 
prevent the company from going to allotment if such capital is not raised. Section 47 
lays down that, in the case of a first allotment of shares offered to the public for 
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subscription, no allotment shall be made unless the amount stated in the prospectus 
as the minimum amount which, in the opinion of the directors, must be raised by the 
issue of share capital in order to provide for the matters set out below, has been 
satisfied, and the amount payable on application for the amount so stated has been 
paid to and received by the company. This amount is called the Minimum Sub¬ 
scription. 

The matters to be provided for by the minimum subscription are: 

(1) the purchase price of any property to be acquired which is to be defrayed in 
whole or in part out of the proceeds of the issue; 

(2) any preliminary expenses payable by the company, and any commission so 
payable to any person in consideration of his agreeing to subscribe for, or of his 
procuring or agreeing to procure subscriptions for, any shares in the company; 

(3) the repayment of any moneys borrowed by the company in respect of any of the 
foregoing matters; 

(4) working capital. 

This amount must be stated in the prospectus and is reckoned exclusively of any 
amount payable otherwise than in cash. 

The amount payable on application must not be less than 5 per cent, of the nominal 
amount of the share. A cheque received in good faith is regarded as payment. 

The provisions relating to minimum subscription do not apply to private com¬ 
panies, which are prohibited from making any invitation to the public to subscribe, 
nor to public companies which secure their capital without the issue of a prospectus. 

If the minimum subscription is not received within forty days of the issue of the 
prospectus, the application money , must be returned, and if such a return is not made 
within forty-eight days of the issue of the prospectus, the directors arc personally 
liable to repay the money with interest at the rate of 5 per cent, per annum. 

Although the details of the minimum subscription must be stated in every pro¬ 
spectus, the restrictions on allotment in respect thereof do not apply in the case of 
allotments subsequent to the first allotment of shares offered to the public for sub¬ 
scription. 

Where a prospectus states that application has been or will he made for permission 
to deal on any stock exchange, any allotment thereunder is void if permission has 
not been applied for before the third day after the first issue of the prospectus, or, if 
permission is refused, before the expiration of three weeks from the date of the closing 
of the subscription list, or such longer period, not exceeding six weeks, as may, within 
the said three weeks, be notified to the applicant for permission by or for the stock 
exchange. 

If permission is not so applied for, or is refused, the application money must be 
repaid. If not repaid within eight days, the directors become personally liable to repay 
it with interest at 5 per cent, per annum from the expiration of the eighth day. 

So long as the company may become liable to repay it, the money must be kept in 
a separate banking account (s. 51). 
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(d) Letters of Allotment and Regret 

In the event of the issue being over-subscribed, the directors must decide the basis 
upon which the allotment is to be made—whether by the selection of all applications 
for over, say, 100 shares, or rateably to all applications; or by a difl'erential allotment, 
e.g., all under 100 shares in full; from 100—1,000 shares, 50 per cent.; over 1,000 
shares, 30 per cent. The course to be adopted will depend upon the nature of the 
business, and the policy of the directors. Where, for example, the issue is in respect 
of a departmental store, it would be an advantage to secure as large a number of 
individual shareholders as possible, as each shareholder is a potential customer, 
whereas in the case, say, of a ship-building company, the preferential allotment to 
the applicants for the largest number of shares would save clerical labour. 

Where allotment is made of less than the number of shares applied for by an 
applicant the amount overpaid on application would be deducted from the sums 
payable by him on allotment and call. In the case of an applicant who receives 
no allotment whatever, the application money must be returned to him in full. It is 
on account of these possible adjustments, and also the fact that the contract to take 
shares is not complete until the offer has been accepted by notification of allotment 
that no entry is made in the financial books until the allotment has been made. 

Upon allotment a letter of allotment is sent to the applicant setting out the number 
of shares allotted to him and the amount payable. A letter of regret is sent to those 
to whom no shares have been allotted. 

When the bank statement or pass book (which will usually, and should always in 
such cases for convenience, be in loose leaf form) is received from the bankers each 
day, the amounts received on application and allotment will be entered in the cash 
book, and also in the columns provided for that purpose on the application and 
allotment sheets. The details will be inserted each day in an inner column of the 
cash book, and the totals extended into the outer column. Where the issue is a large 
one, a separate cash book should be used, the daily totals only being carried into the 
general cash book. After allotment the items will be posted in detail to the credit of 
the shareholders’ cash accounts in the share ledger, and in total to the credit of the 
Application and Allotment Account in the general ledger. Assuming the shares are 
issued at par, this account will be debited with the full amount payable on application 
and allotment, and Share Capital Account credited. 

In some cases, the cash columns in the application and allotment sheets are used 
as the detailed cash account, and only the totals entered in the general cash book. 

(e) Vendors’ and Signatories’ Shar^ 

The shares subscribed for by the signatories to the memorandum and articles of 
association do not require to be specifically allotted, but should, nevertheless, be 
entered on the application and allotment sheets in the first instance. As regards 
shares issued to vendors and others for a consideration other than cash, when these 
are allotted they should be entered on a separate application and allotment sheet so 
as to avoid their being confused with shares issued for cash. When shares are issued 
to nominees of the vendor, a written authority must be obtained from him, authorising 
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the company to allot to such nominees, and containing particulars of their names, 
addresses and descriptions, and the number of shares to be allotted to each. 

(f) Calls 

Calls are usually made on dates specified in the prospectus, when one is issued. 
Where such dates are not specified, subsequent calls are regulated by the provisions 
in the articles. Table ‘A’ provides that in such circumstances no call shall exceed 
one-fourth of the nominal value of the share, or be payable at less than one month 
from the last call, and each member shall have fourteen days’ notice specifying the date 
of payment. Special articles, however, commonly modify these periods and amounts. 

In some cases, columns are provided in the application and allotment sheets for 
calls, but it is more usual to have separate call sheets^ which are provided with columns 
showing the amount due, and the date and amount of payment. Call letters will be 
issued with forms of bankers’ receipts attached, calls being payable direct to the 
company’s bankers, in the same way as amounts due on allotment. 

In due course share certificates will be made out and issued to the shareholders in 
exchange for their allotment letters and bankers’ receipts for sums due in respect of 
application, allotment and calls. 

(g) The Share Certificate 

Within two months of allotment (or within two months after the date of lodgment of 
any transfer), unless the conditions of issue otherwise provide, the company must 
complete and have ready for delivery share certificates, indicating the number and 
class of shares held and the distinctive numbers thereof (where relevant) (s.80). If all 
the calls have been made, the shares will be certified as being fully paid. In some cases, 
however, the date of a call may be some months after that of the allotment, and the 
certificates would then state that the shares are only partly paid and would give 
particulars of the payments made, provision being made on the back of the certificate 
for acknowledgment by the company of the payment of the calls subsequently made. 

Where calls are to be made shortly after allotment, the conditions of issue usually 
provide that share certificates shall not be issued until all calls have been paid, the 
allotment letters and bankers’ receipts constituting the title in the meantime. 

<h) Return of Allotments 

Under Section 52, whenever a company limited by shares, or limited by guarantee 
and having a share capital, makes any allotment of its shares, the company must, 
within one month thereafter, file Avith the registrar of companies— 

<1) a return of the allotments, stating the number and nominal amount of the 
shares comprised in the allotment, the names, addresses and descriptions of the 
allottees, and the amount (if any) paid or due and payable on each share; and 
<2) in the case of shares allotted as fully or partly paid up otherwise than in cash, 
a contract in writing constituting the title of the allottee to the allotment, together 
with any contract of sale, or for services or other consideration in respect of which 
that allotment was made, such contracts being duly stamped, and a return stating 
the number and nominal amount of shares so allott^, the extent to which they are 
to be treated as paid up, and the consideration for which they have been allotted. 
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Where such a contract is not reduced to writing, the following particulars, stamped 
with the same stamp duty as would be payable if the contract were in writing, must 
be filed with the registrar: 

1. The number and nominal value of shares issued as paid up otherwise than in 
cash, and the amount so credited on each. 

2. The nature of the consideration, a,nd a brief description of any property, and 
how the purchase price is to be satisfied in shares, cash, and liabilities assumed. 

3. Details of the apportionment of the purchase price over the following heads: 
Freehold property and fixed plant and machinery and other fixtures thereon; 
Leasehold property; 

Fixed plant, and machinery on leasehold property (including tenants', trade 
and other fixtures); 

Equitable interests in freehold or leasehold property; 

Loose plant and machinery, stock-in-trade and other chattels (no plant and 
machinery not in an actual state of severance should be included here); 
Goodwill and benefit of contracts; 

Patents, designs, trade marks, licences, copyrights, etc.; 

Book and other debts; 

Cash in hand and at bank on current account, bills, notes, etc.; 

Cash on deposit at bank or elsewhere; 

Shares, debentures and other investments; 

Other property detailed. 

(i) Jonrnai entries relating to the issue of Shares 

Upon each occasion on which an allotment of shares is made, an entry should be 
made in the journal, debiting an Application and Allotment Account with the amount 
payable on application and allotment in respect of the shares so allotted, and 
(assuming the shares are issued at par) crediting Share Capital Account, reference 
being made to the minutes of allotment and to the pages in the application and 
allotment book, where the details are shown. If more than one class of capital is 
being issued, separate accounts must be opened in the ledger for each class. 

Similar entries must be made debiting the vendor or other persons, and crediting 
Share Capital Account, in respect of all shares issued for a consideration other than 
cash, reference being made to the minutes of allotment and to the contract under 
which the shares are issued. 

When calls are made, an entry must be made debiting Call Account and crediting 
Share Capital Account with the total amount due in respect of the call. 

(j) Shares issued at a premium 

A company may issue shares at a premium, /.e., for an amount in excess of their 
nominal value. Such an issue might be made by a successful company which has 
paid high dividends on its existing capital and whose shares, as a consequence, 
already stand at a premium on the market. When shares are issued at a premium, 
whether for cash or otherwise, the premium must be credited to an account called *the 
Share Premium Account* (s.56). The amount so credited to this account can only be 
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applied in one of the following ways, pending which it must remain in the account: 

1. Subject to the confirmation of the Court, in a scheme for reduction of capital, 
as if it were paid up share capital of the company {see post § 19). 

2. In paying up unissued shares of the company to be issue^l to the members as 
fully paid bonus shares. 

3. In writing off— 

{a) preliminary expenses; or 

{b) the expenses of, or commission paid or discount allowed on, any issue of shares 
or debentures of the company. 

4. In providing for the premium payable on the redemption of redeemable pre¬ 
ference shares or debentures of the company (s. 56). 

The premium is usually payable with the instalment due on allotment, and where 
this is so the journal entry for allotment must show the amount payable in respect of 
premium, which must be credited direct to the Share Premium Account, oriy the 
proportion of the amount due representing a payment on account of the nominal 
value of the shares being credited to Share Capital Account. 

Illustration 

On 30th April, a company goes to allotment, and the following shares are allotted: 
80,000 Ordinary Shares of £1 each issued at 22s. 6d. per share; 

50,000 7 per cent. Preference Shares of £1 each, issued at par. 

The ordinary shares are payable 2s. 6d. on application, 5s. (including the premium) on 
allotment; 5s. one month after allotment and 10s. three months after allotment. The pre¬ 
ference shares are payable 2s. 6d. on application, 2s. 6d. on allotment, 5s. one month after 
allotment, and 10s. three months after allotment. Make the journal and cash book entries 
recording these transactions. 

JOURNAL 

i s. d. 

^prii 30 ' Application and Allotment Account (Urdinarj Shares) Or. 30,000 0 0 

To Sundries— 

Ordinary Share Capital Account ... .... 

Share Premium Account... ... ... , 

Being 2s. 6d. on application and 5s. on allotment (2s. 6J. thereof being ,- 

premium) on 8O,O0O Ordinary Shares of £1 eadi, allotted as per minute , £30,(XX) 0 0 
of this date. . . 

Application and Allotment Account (Preference .Shares) ... ... Dr. i 12,.500 0 0 

To Preference Share Capital Account ... ... ... | 

Being 2s. 6d, on application and 2a. 6d. on allotment of S0,0(X) Preference 
Shares of £1 each, allotted as per minute of this dau 

First Call Account (Ordinary Shares) ... ... Or. ' 20,000 0 0 

To Ordinary Share Capital Account 
Being First Call of 5s. on 80.000 Ordinary Shares of £1 each. 

First C.all Account (Preference Shares) ... Dr. 12,500 0 0 

To Preference Share Capital Account 
Being First Call of 5s. on 50,000 Preference Shares of £1 each. 

July 31 I Final Call Accoimt (Ordinary Shares) ... ... Dr. 40,000 0 0 

I To Ordinary Share Capital Account 
I Being Final Call of 10s. on 80,000 Ordinary Shares. 

!_ ■ - 1 

July 31 Final Call Account (Preference Shares) ... ... Dr. I 25,000 0 0 

To Preference Share Capital Account ... ... ... ... i 

Being Final Call of I Os. on 50,000 Preference Shares. | 

It will be noted that a single journal entry is made combining the amounts payable on 
application and allotment. Some accountants prefer to make these entries separately, but 
the above course is advocated on two grounds, viz., (1) the contract to take shares is not 
complete until allotment, and the ofTi^ may be withdrawn at any time prior to that date. 


April 30 i 


May 31 

May 31 


I £ $. d. 

i 

I 20.000 0 0 
I 10,000 0 0 

£30,000 0 0 

12,500 0 0 

20,000 0 0 

12,500 0 0 

40,000 0 0 
j 25,000 0 0 
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and (2) applications may not be accepted, or accepted only for a portion of the shares 
applied for. 


I 

April 30 I 


I 


May 


2 I 


June 


2 . 


Aug. 1 I 


CASH BOOK 
£ 

Application and Allotment Accounts: 

2s. 6d. per share on Application for 
80,000 Ordinary Shares ... 10,000 i 

30,000 Preference Shares ... 6,230 . 

A^lication and Allotment Accounts; 

Ordinary Shares—Ss. per share due 
on allotment on 80,000 shares .. 20,000 

Preference Shares—2s. 6d. per share 
due on allotment on 30,000 shares 6,230 ‘ 

First Call Accounts ; 

Ordinary Shares, 3s. per share on 

80,000 shares . ' 20,000 

Preference Shares, 3$. per share on 
30,000 shares . I 12,500 

Final Call Accounts : 

Ordinary Shares 10s. per share on 

80.000 shares . 40,000 

Preference Shares, 10s. per share on , 

50,000 shares .; 25.000 


i 


(k) Shares issued at a discount 

If its existing shares are quoted below their par value on the market, it would be 
impracticable for a company to obtain subscriptions for an issue of further shares 
of the same class at the full nominal value, and it may be thought expedient to issue 
shares at a discount. 

The issue of shares at a discount is illegal, however, except under the provisions 
of Section 57, which are: 

(l) the shares to be issued at a discoimt must be of a class already issued; 

(2) the company must authorise the issue by a resolution passed in general meeting, 
and the sanction of the Court must be obtained. In giving its sanction, the Court may 
impose such terms and conditions as it thinks fit; 

(3) the resolution must specify the maximum rate of discount at which the shares 
are to be issued; 

(4) not less than one year must, at the date of the issue, have elapsed sinc^ the date 
on which the company was entitled to commence business; 

(5) the shares must be issued within one month after the date of sanction of the 
Court, or within such extended time as the Court permits; 

(6) any prospectus issued in connection with the shares must contain particulars 
of the discount allowed, or of so much of that discount as has not been written off 
at the date of the issue of the prospectus; 

(7) every balance sheet subsequently issued must contain particulars of the amount 
of the discount so far as it has not been written off (8th Schedule, Pt I, § 3). 

When the issue has been made. Share Capital Account must be credited with the 
full nominal value of the shares, and a Discount on Shares Account debited with the 
amount of the discount, cash being debited with the amount received. The Discount 
on Shares Account should be written off out of profits over a period of years, since 
it is not represented by value. There is, however, no legal obli^tion on a company 
to write off the discount. 
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(1) Redeemable Preference Shares 

Power is given under Section 58, to a company limited by shares, to issue pre¬ 
ference shares which are, or at the option of the company are to be liable, to be 
redeemed. Apart from the fact that authority must be contained in the articles, the 
issue of the shares does not differ, from any other form of issue, but there must be 
included in every balance sheet a statement specifying what part of the issued capital 
consists of such shares, and the earliest date on which the company has power to redeem 
them (8th Schedule, Pt. I, § 2). Subject to the remarks which follow, the redemption may 
be effected on such terms and in such manner as may be provided by the articles. 

Redeemable preference shares can only be redeemed out of profits which would 
otherwise be available for dividend, or out of the proceeds of a fresh issue of shares 
made for the purposes of the redemption. No shares can be redeemed unless they are 
fully paid. 

If the shares are redeenaij^Bt a premium, such premium must have been provided 
for out of the profits of thFcompany or out of the Share Premium Account before 
the shares are redeemed. 

Where any shares are redeemed otherwise than out of the proceeds of a fresh issue, 
there must, out of profits which would otherwise have been available for dividend, be 
transferred to a reserve fund to be called the ‘Capital Redemption Reserve Fund’ 
a sum equal to the nominal amount of the shares redeemed, and the provisions of 
the Companies Act, 1948, relating to the reduction of the share capital of a company 
shall apply as if the capital redemption reserve fund were paid-up share capital of 
the company. The fund may, however, be used to pay up unissued shares of the 
company to be issued to members of the company as fully paid bonus shares. 

The redemption of redeemable preference shares does not reduce the authorised 
share capital of the company. 

Where a company has redeemed, or is about to redeem, any preference shares, 
it is empowered to issue fresh shares (of any class) up to the nominal amount of the 
shares redeemed or to be redeemed, as if those shares had never been issued. If the 
newissue is made before the redemption of the old shares, no stamp duty is payable on 
the new issue provided the old shares are redeemed within one month thereafter. If the 
redemption is delayed beyond the month, the appropriate duties will have to be paid. 

Notice of the redemption of redeemable preference shares must be given to the 
registrar of companies within one month of the redemption (s. 62). 

The purpose of transferring profits to the capital redemption reserve fund is to 
prevent a reduction of capital, as will be seen from the following simple statements. 

A company issued 10,000 redeemable preference shares of £1 each, redeemable 
at par, and 2 ordinary shares of £1 each. On the date for redemption of the shares the 
company’s balance sheet was as follows: 

£ ,i i £ 

Revlecmable Preference Shares ... .. ' 10,000 < Investments at Cost .; 10,002 

Ordinary Shares . . .. | 2 J Cash .' 10,000 

Profit and Loss Account . ' 10,000 ' 


I £20,002 


j £20,002 




COMPANY ACCOUNTS 


215 


§6] 

Immediately after redeeming the shares, the balance sheet would read— 

"li ' ■ ! 

£ ' * X 

Ordinary Shares ,2 ’ Invesiments at cost I 10,002 

Profit and Loss Account i 10«000 , \ 


Obviously, £10,000 of the assets was provided by the issue of the preference shares, 
and if the company could now realise investments and pay a dividend of £10,000, 
the effect would be to reduce its capital to £2. If there were creditors, they might be 
severely prejudiced. Accordingly, since £10,000 of the profits have been applied in 
repaying capital, the profits remaining available for distribution as dividends are 
reduced by this sum, and the Act requires an equivalent amount of profits to be 
capitalised. The capital redemption reserve fund so created can be reduced, as if it 
were share capital, by passing a special resolution and obtaining the sanction of the 
Court, or can be used to pay up fully paid bonus shares, but it cannot be applied for 
any other purpose. 


lUustration 

The Balance Sheet of a company at December 31st, was as follows: 


£ 

Authorised and Issued Capital : 

40,000 6% Redeemable Preference Shares of £1 


each fully paid ... .. 40,(KX) 

20,000 Ordinary Shares of £1 each fully paid 20,000 

Profit and I.oss Account .13,000 

Liabilities 21,000 


£114,000 


£ 

Sundry Assets 84,000 

Cash .. 10.000 


£114,000 


By the terms of their issue the preference shares were redeemable at a premium of 5 per 
cent, on the following January 1st, and it was decided to arrange this as far as possible out 
of the company’s resources subject to leaving a balance of £10,000 to the credit of the 
Profit and Loss Account, It was also decided to raise the balance of money required by the 
issue of a sufficient number of ordinary shares at a premium of 5s. per share. 

Show the necessary journal entries and ledger accounts giving effect to the transactions 
and the Balance Sheet thereafter. 

JOURNAL 


6% Redeemable Preference Share Capital Dr. 

Premium op Redemption of Preference Shares 

To Preference Shares Redemption Accuiini .... 

Transferring 40,000 £1 redeemable preference shares redeemable at a premium 
of 5%. 

£ 

40,t)00 

2,000 

£ 

42,000 

Application and Allotment (Ordinary Shares) 

To Ordinary Share Capital ... 

„ Share Premium Account... .... 

Issue of 17,000 ordinary shares at premium of Ss. per share. 

Dr. 

21,250 

17,000 

4,250 

Cash . 

To Application and Allotment. 

Cash received on issue of 17,000 ordinary shares. 

Dr. 

21,250 ' 

21,250 

Preference Share Redemption Account . 

To Cash ., . 

Redemption of 40,000 6% Redeemable Preference Shares at premium 

Dr. 

of .‘5%: 

42,000 

42,000 

Profit and Loss Account ... . ... Dr. 

To Capital Redemption Reserve Fund. ... 

Transfer out of profits of amount equal to nominal amount of shares redeemed 
otherwise than out of the process of a new issue. 

23,000 

23,000 

Share Premium Account. . 

To Premium on Redemption of Preference Shares . 

Providina for premium on redemption out of Share Premium Account. 

Dr. 

2,000 

1 

2,000 
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Jan. I 


I 

Jan. I 


Jan. I I 


Jan. I 


Jan. 1 


Jan. I I 


)an. 1 


Preference Sh.ire Redemption Account ’ 40.000, Dec, 31 


Balance b/f 


£ 

40,000 


PREMIUM ON REDEMPTION OF PREFERENCE SHARES 


£33.000 


Jan. I 


1 £ 

Preference Share Redemption Account 2 000 

Jan. 1 

Share Premium Account . 

£ 

2,000 


PREFERENCE SHARE REDEMPTION ACCOUNT 


Cash 

£ 

. 42.000 

Jan. 1 

6 % Redeemable Preference Shares 
Premium on Redemption 

£ 

40,000 

2,000 

- 

ORDINARY SHARE CAPITAL 


Balance c/f. 

1 £ 

. . 1 37.000 

I 

1 Dec. 31 
! Jan. 1 

Balance b/f 

Application and Allotment 

£ 

20,000 

l7,tXX) 


1 £37.000 

1 


£37.000 


' 1' Jan. 1 

1 il 

Balance 

37.000 


SHARE PREMIUM ACCOUNT 


i i 

Premium on Redemption of Preference i 

Shares ' 2.0(X) 

Balance c/f. .| 2,250 

Jan. 1 

Appl'catinn and Alloiinent 

£ 

4.250 


i £4.250 



£4.250 


j 

Jan. 1 

Balance b/f. . . 

2.250 

APPLICATION AND ALLOTMENT (ORDINARY SHARES) 


Share Capital 
Share Premium 

! £ 1! 

.. 1 17,000 '1 Jan. 1 

.; 4,250 ; 

iTITisso !' 

Cash . . . 

£ 

21,250 

~£2I.^ 

PROFIT AND LOSS ACCOUNT 

£ II : 

Capital Redemption Reserve Fund ... 23,000 li Dec. 31 ; Balance b/f. 

Balance c/f. .. 10,000 || 1 

£ 

33,000 


Balance b/f. 


£33.000 

10,000 


CAPITAL REDEMPTION RESERVE FUND 

Ian. I I Profit and Lost Account 


£ 

23,000 
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! 

Dec. 31 j 

1 

Balance b/f. 

Application and Allotment: 
Shares . 

1 £ ■ j 

. 30, (KX) Jan. 1 Preference Share Redempuon Account , 

Ordinary i Balance c/f.. 

. 21,250 , ; 

£ 

42,000 

9,250 



i £51.2.10 ; j 

£SI.25a 

Jan. 1 

Balance b/f. 

9,2.10 ' 1 i 

1 




BALANCK SliLhT, .Iwhauv Ur 


Authorised Capital— 

60,000 Shares of £1 each 

£ 

Sundry As>ct!i .. . 

(lO.OtKi C:tsh . . 

£ 

84,000 

9,250 

Issued and Paid-up Capital— 

37.000 Ordinary Shares 

Share Premium Account 

Capital Redemption Reserve Fund 

Profit and Loss Account 

t7,0(Ki 

2.210 

2.t.0()O 

10.000 


Liabilities 


72.250 

21,000 : 




£93.250 

£93,250 


Notes 

(1) Since £10,000 is to be carried forward on Profit and Loss Account, 23,000 of the 
redeemable preference shares can be redeemed out of profit, leaving 17,000 to be redeemed 
out of the proceeds of a new issue of ordinary shares. 

(2) The premium on redemption of the preference shares has been written off against the 
company’s Share Premium Account in accordance with Section 58 (1) (c) of the Companies 
Act. 1948. 

(3) The opinion has been expressed that where new shares are issued at a premium for the 
purpose of redeeming preference shares, section 58 authorises the whole proceeds of the 
fresh issue, including the premium, to be applied for that purpose. If this view were correct, 
it would be necessary, in the above illustration, to issue only 13,600 ordinary shares at a 
premium of 5s. per share to provide the £17,000 required to redeem the preference shares, 
to the extent that they are not redeemed out of profit. If this were done, the paid-up share 
capital of the company (including the capital redemption reserve fund, which may be re¬ 
garded for this purpose as paid-up share capital) would amount to only £56,600, a reduction 
of capital of £3,400. But a reduction of capital, to be valid, requires the authority of a special 
resolution of the company, and the confirmation by the Court (see § 18) and cannot be 
effected in this way. 

It is true that for the purposes of the provisions of the Companies Act relating to 
the reduction of capital the Share Premium Account may also be regarded as if it 
were paid-up share capital, but even this, in the above example, would not be suffi¬ 
cient fully to restore the capital. It must also be borne in mind that under Section 
56, the Share Premium Account can be applied in writing off preliminary expenses, 
etc., and to the extent that it may have been utilised by a company for tWs purpose 
it would not be available to take the place of paid-up share capital. 

The purpose of Section 58 is to enable a company to redeem its redeemable 
preference shares without reducing its capital, and to this end the nominal amount of 
the capital redeemed must be replaced by an equivalent nominal amount, either of 
capitalised profits or new shares. Although the section permits a Share Premium 
Account to be applied in providing the premium payable on the redemption of pre¬ 
ference shares it does not authorise that account to be used either for the redemption 
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of the shares themselves or the creation of a capital redemption reserve fund. Clearly 
the intention of the section is that where shares are redeemed out of the proceeds of a 
fresh issue, the nominal amount of the shares redeemed shall be replaced by an 
equivalent nominal amount of new shares, and not by some smaller amount, which 
would entail a reduction of capital. 

Where it is necessary to realise assets in order to provide the cash for the 
redemption of preference shares, losses on the realisation of the assets should be 
written off to Profit and Loss Account (or charged to any reserve which exists to meet 
such capital losses), but profits on such realisations should be regarded as a capital 
reserve not available for dividend purposes. 


§ 7. Forfeiture of Shares 

The articles of a company usually give power to the directors to forfeit shares in 
respect of which calls are unpaid and overdue, proper notice (Table A prescribes 
fourteen days) having been given to the defaulting shareholder that unless the calls are 
paid, his shares will be forfeited. Table A also gives power to forfeit shares for 
non-payment of any premium on the shares. 

When such forfeiture takes place, the Share Capital Account should be debited 
with the amount called up in respect of the shares, and Forfeited Shares Account 
credited. The calls in arrear in respect of these shares will have remained as a debit 
balance, either on the Application and Allotment Account or Call Account. These 
unpaid calls should be written off against the Forfeited Shares Account, the credit 
balance of which will then represent the cash actually received in respect of the shares 
forfeited. 

Until these shares are re-issued, this balance should appear in the Balance Sheet 
as a separate item under the heading of Forfeited Shares Account. 

Forfeited shares can be re-issued as fully paid at any price, so long as the sum 
received on re-issue, plus the amount received from the original allottee before 
forfeiture, make up together at least the nominal value of the shares in question. 
If, after the re-issue of the shares, there still remains a credit balance on the Forfeited 
Shares Account, this would represent an amount received by the company in respect 
of those shares in exc^s of their nominal value which, it is submitted, should be 
regarded as a premium on the issue of such shares and transferred to Share Premium 
Account. 

If the forfeited shares were originally issued at a premium which had been paid 
prior to the forfeiture, the Share Premium Account need not be disturbed as the 
premium is not, strictly speaking, a payment for the shares themselves, but is rather 
in the nature of a payment for the right to acquire the shares. Where, howeva:, 
shares are forfeited for non-payment of instalments which include the premium, so 
that the premium has not been received by the company, the debit balance in 
respect of the unpaid premium should be written off against the Share Premium 
Account. 
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niustratioii (1) 

A company has an issued capital of £20,000 in shares of £ 1 each, fully paid with the exception 
of 200 shares on which only 10s. has been paid. The latter are forfeited for non-payment of 
calls, and subsequently re-issued as fully paid at the price of 15s. per share. Show the 
entries in the company’s journal and ledger recording these transactions. 

.lOURNAL 

i £ 

Share Capital Account ... fir. 2(K) 

To ForreiteU Shares Account 200 

Being 200 shares of ill each forfcilcd for non-payment of calls us per minute dated 


Forfeited Shares Account .... Pr. 100 

To Call Account ......... ttIO 

Being calls in arrear, 10s. per share on 200 shares forfeited, now transferred. 


Sundries />r. 

To Share Capital Account ... 

Forfeited Shares Re-issued Account ... ISO 

Forfeited Shares Account ... 50 

Being rc-issuc of 200 forfeited shares of £1 each as fully paid, at I5s. per share. 


200 


LEDGER 

SHARE CAPITAL ACCOUNT 

£ 

Forfeited Shaies Account 2(X) Balance b/f. 

B.-ilance c/d. ... 20,000 Sundries .. 

£20,200 

Balance b/d. 


£ 

20,(NIO 

200 

£ 20.200 ' 


20,000 


FORFEITED SHARES ACCOUNT 

I 


Call Account 

l(K) 

Sh'ire Capital Account 

.Share Capital Account 

50 1 


Balance c/d. 

.,1 50 ' 

1 1 



' £700 


Share Premium Account 

50 

Balance b/d. 


£ 

200 


£200 

i I 

SO 


CALL ACCOUNT 

I 1 

! £ I £ 

Balance b/f. i 100 ' Forfeited Shares Account i 100 

I . .' ■ 

I 

FORFEITED SHARES RE-ISSUED ACCOUNT 

£ ;' _ I £ 

Share Capital Account 150 Cash '_ ISO 

Note 

As the whole of the shares in question have been re-issued, the balance of the Forfeited 
Shares Account, after transferring 5s. per share (the amount necessary to make the price of 
re-issue up to par) is a premium on the issue of the shares and should be transferred to the 
Share Premium Account. 

It may happen that forfeiture takes place upon failure of the aUottee to pay the 
amount due upon allotment, subsequent calls being due prior to the re-issue of the 
shares. 
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niustration (2) 

A company invites applications for 20,000 shares of £1 each, payable 2s. 6d. per share on 
application, 7s. 6d. on allotment, 5s. per share 2 months after allotment, :and 5s. 4 months 
after allotment. An applicant for 200 shares fails to pay the allotment money, and the 
shares are forfeited prior to the first call becoming due. After all calls have been made, the 
forfeited shares are re-issued at par. Show the entries in the company’s journal and ledger 
recording these transactions. 


JOURNAL 


£ 

Application and Allotment Account .... Or. 10,000 

To Share Capital Account . 

Being 2s. 6(1. on application and 7s. 6d. on allotment on 20,000 shares of £1 each, allotted 
as per minute of this date. 

Share Capital Account. Dr. 100 

To Forfeited Shares Account . 


Being 200 shares of £1 each, iOs. per share called up, forfeited for non-payment of allotment 
money us per minute dated. 


Forfeited Shares Account 

1'o Application and Allotment Account. 

Being allotment money unpaid on 200 shares forfeited, now transferred. 

Dr. 

75 

First Call Account' .. ... . 

To Share Capital Account. . 

Being 1st call of Ss. per share on 19,800 shares, due this day. 

Dr. 

4,950 

Second Call Account. . 

To Share Capital Account .. 

Being Second Call of 5s. per share on 19,800 shares, due this day. 

... Dr, 

1 

4,950 

Forfeited Shares Re-issued Account. . 

... Dr. ' 

200 


To Share Capitol Account ... 


£ 

10.000 


100 


7!t 


4,950 


4,9.'i0 


200 


Being re-issue of 200 forfeited shares, at pur. 




LEDGER 

SHARE CAPITAL ACCOUNT 


Forfeited Shares Account 
Balance c/d. 


£ li 

100 'I 

20,000 


£ 20,100 


Application and Allotment Account 
First Call Account 

Second Call Account . 

Forfeited Shares Re-issued Ao-oiint 


£ 

10,000 

4,950 

4,950 

200 


£20,100 


Balance b/d. 


20 , 0 («> 


APPLICATION AND ALLOTMENT ACCOUNT 


Share Capital Account 


' £ 

; 10,000 

I 

j_ _ 

i £10.W 


Cash on application 
„ on allotment 
Forfeited Shares Account 


I 


I 


£ 

2,500 

7,425 

75 


£10,000 


FIRST CALL ACCOUNT 


£ 

4,9.'«» 



Share Capital Account 


1 


Cosh 
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Share Capital Account . 

4 

1 ^ i 

... ! 4,050 1| Cash . 

1 4.950 


FORFEIIED SHARES ACCOUNT 

1 

Application and Allotment Acenunt 
Balance c/d. 

! £ 

1 ■ Share Capital Account 

1 

£ 

1 100 


' £I(K) 

£100 ~ 

Share Premium Account . 

i . i 

25 1 Balance b/d. 

25 


FORFETTED SHARES RE-ISSUED ACCOUNT 


Share Capital Account . j 2U0 Cush 


niustration (3) 

A company issued a prospectus inviting applications for 200,000 shares of 5s. each at a 
premium of Is. 6d., payable as follows : 

On application Is. Od. per share. 

„ allotment 2s. 6d. (including premium). 

„ first call 2s. Od. „ „ 

„ second call Is. Od. „ „ 

Applications were received for 300,000 shares, and allotments made pro rata to the 
applicants for 240,000 shares, the remaining applications being refused. Money overpaid 
on application was employed on account of sums due on allotment. 

X, to.whom 400 shares were allotted, failed to pay the allotment money, and on his 
subsequent failure to pay the first call, his shares were forfeited. Y, the holder of 600 shares, 
failed to pay the two calls, and his shares were forfeited after the second call had been made. 

Of the shares forfeited, 800 were re-issued to Z, credited as fully paid, for 4s. 6d. per 
share, the whole of X’s shares being included. Show the journal entries required to record 
the above forfeitures and re-issue. 

JOURNAL 


Share Capital Account. . . Dr. 

To Forfeited Shares Account . 

Forfeiture of 400 shares allotted to X, 4s. per share called up, for non-payment of balance 
due on allntment and first call, per minute of this day. 


Forfeited Shares Account . 

Share Premium Account . 

To Application and Allotment Account... 

First Call Account . 

Amounts unpaid by X on shares forfbited, vir.— 

Due on application and allotment—400 shares—2s. each 
Ltss paid on application for 480 sharoi—Is. each 


Dr. 


£40 

24 


16 

ifdtf Premium on 400 shares—Is. 6d. each . . 30 

First Call on 400 sham—2s. each . 40 


Shore Cuiital Account. Dr, 

To Forfeited Shares Account . . 

Forfeiture of 600 shares allotted to Y for non-payment of 1st and 2nd calls, per minute of 
this day. 


Forfeited Shares Account . Or. 

To 1st Cell Account . 

2nd f. ... ... ... ... ... ... ... ... ... 

Amounts not paid by Y on share s fo rfeited. _ _ __ _ 


£ 

£ 

80 

j 

80 

56 


.30 ; 

46 

I 

40 


150 


150 


60 

30 
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z . Dr. 

Forfeited Shares Account . 

To Share Capital Account . 

Re-issue of 800 forfeited shares for 4s. 6d. each, credited as fuUy paid as per minute of this day. 


Forfeited Shares Account . 

To Share Premium Account . 

Transfer of capital profit on re-issue of shares, vi?.— 
400 shares formerly held by X : 

Amounts received from X . 


Less credited as paid . 

400 shares formerly held by Y ; 

Amount received from Y, 3s. fid. per share 
** ** *, 21 .. 


/..m Premium included in allotment money .. 


Lestt credited as paid 


Dr. 


£24 

90 


IM 

100 

14 

£70 

90 


IfiO 

30 


130 

100 

30 


£44 


[Chap. Vffl 


180 I 
20 

; 200 


44 


Note 

The balance remaining on Forfeited Shares Account, £20, is the amount paid by Y 
on application and allotment for the balance of 200 shares, ignoring the premium paid 
thereon (which is in the Share Premium Account). 


§ 8. The Share Books 
(a) The Share Ledger 

This book, which is often arranged so that it can be utilised as the register of 
members, contains an account for each shareholder, showing the number of shares 
he has acquired, the number he has transferred, and the balance standing in his name. 
If shares are issued as partly paid up, cash columns must be provided to record the 
payment of calls. As soon, however, as the shar^ become fully paid, the cash 
columns will no longer be necessary. Where there are different classes of shares, 
there must either be separate share ledgers for each class, or separate columns must 
be provided to distinguish between the various classes of shares held by each member. 


(b) The Form of Transfer 

This is regulated by the articles of the company. Transfers must be in writing (s. 75). 
Clause 23 of Table ‘A’ provides for transfers to be effected by an instrument in writing 
in any usual or common form or any other form which the directors may approve. 

The transfer, filled in and signed by the transferor, together with the share certifi¬ 
cate, is handed to the transferee in return for the consideration. The latter wiU 
complete the transfer with his signature, and send it, duly stamped, to the company 
for registration. 

Except where the nominal stamp duty of 10/- is payable in the circumstances 
usually outlined on the back of the transfer form, the following ad valorem duties are 
payable {Finance Act, 1947, s. 52): 


Where the amount of the consideration does not exceed 


>9 


»9 

99 


99 


99 >9 

99 >9 


£5 

10 

15 


99 


99 


t • ■ 


2 /- 

4/- 

6 /- 
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Where the amount of the consideration does not exaed £20 8/- 

»* !• »t » •) 25 10/- 

For every additional £25 or fractional part up to ... 300 10/- 

For every additional £50 or fractional part ... ... £1 

A transfer to a body of persons or a trust established for charitable purposes only 
is liable at half the above rales {Finance Act, 1958, s. 34). 

When a shareholder desires to transfer only part of the shares represented by the 
certificate in his possession, he should forward the certificate with the form of transfer 
to the secretary of the company, who will certify on the transfer (which he will return) 
that a certificate for at least the number of shares sold has been lodged with the 
company. This is termed a certified transfer and can be safely taken by the transferee 
as good delivery (s. 79). The secretary of the Share and Loan Department of the 
Stock Exchange will also certify transfers of quoted shares. Where he does so he 
immediately hands the certificate and particulars to the company. 

Upon the completion of the transfer by the transferee, it is lodged with the com¬ 
pany for registration, and on its being passed by the directors, a certificate for the 
shares transferred will be issued to the transferee, and a balance certificate for the 
shares retained will be issued to the transferor. 

(c) The Register of Transfers 

This book is utilised to record particulars of all transfers of shares registered by the 
company, and from it the postings are made into the share ledger. In some cases it is 
the practice to dispense altogether with the register of transfers, the transfers them¬ 
selves being filed, and the postings made direct from them into tl^e share ledger. This, 
of course, saves a considerable amount of labour, and possesses the possible advantage 
that error is less likely to arise, since the posting is made direct from the original 
document, instead of the particulars being first copied into a subsidiary book. At the 
same time the absence of the register is inconvenient for purposes of reference and 
check on the transfer fees received. It is usual for the directors, after passing the 
transfers to any given date, to initial the transfer book accordingly; this advantage is 
also lost when no register is kept. 

The following is a convenient form for general purposes: 


niustration 

REGISTER OF TRANSFERS 


No. of Deed. 

Date of 
Registration. 

No. of old 
Certificate. 

i. : ' ■ . . 

S, Trantferor. *8 •o’ ^ Dislinclive 

•goi j,gg! Numbers.] 

i 

Transferee. 

1 2 S ' "g 0 

Remarks. 

Share L 
Foil 

2 : 

£ 

> 

Q. 

0 . 

3 

P 

Descrip¬ 

tion. 

Numb 

Shai 

Transft 

■ ' 01 ' 

s 

i . 3 _ 

H 

c 

Name, 

1 

> 

& 

a. 

s 

M 

Descrip¬ 

tion. 

No. of 
Certifi 

Share L 
Foli 


1 , 1 ■ II ■ ! 

i ■ 1 i 
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due by him in respect of calls, etc., unpaid, whereas a credit balance will represent calls paid in advance. At balancing 
period the balances of these cash columns will be extracted, and the total thereof agre^ with the balance of the call 
accounts in the ledger representing calls in arrear or calls paid in advance. 

If dealings in the shares are numerous, it is convenient to add a ‘ Balance ’ column to show exactly what the holding 
is at any time. 
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(d) The Share Warrant Register 
It is a practice for certain companies, particularly those having foreign share¬ 
holders, to issue share warrants to bearer, instead of certificates which require 
registration. Since these share warrants are in the nature of negotiable instruments, 
a precise record must be kept of all those printed, and of all those issued, and 
to whom. For this purpose a share warrant register will be used, to show to whom 
the warrants were issued, the numbers of such warrants, and the distinctive numbers 
(if any) of the shares to which they relate. 

Share warrants can only be issued in respect of shares which are fully paid (Section 
83). They must be stamped with a duty equal to three times the transfer duty on 
the nominal value of the shares {Stamp Act, 1891, s. 107). 

In order to enable the holders of share warrants to attend and vote at meetings 
of the company, the date of the proposed meeting must be notified by advertisement, 
and the holders will be required to lodge their share warrants at the company’s 
registered office on or before a specified date prior to the meeting (such period being 
in accordance with the terms of the articles). This minimises the risk of persons who 
might have improperly obtained temporary possession of the warrants attempting to 
obtain privileges only to be enjoyed by bona fide members. 

In connection with the system of exchange control now in operation, all bearer 
securities, such as share warrants, are required to be deposited with an approved 
depository, usually a bank. 

§ 9. Preliminary and Formation Expenses 

These comprise the expenses incidental to the creation and flotation of a company 
and the fulfilment of the statutory requirements precedent to the commencement 
of business. The following items are usually included therein: 

1. Stamp duties and fees on the nominal capital, and on the registration of the 
company (see p.l91). 

2. The law costs of preparing the prospectus, memorandum and articles of 
association and contracts, etc. 

3. Accountants’ and valuers’ fees for reports, certificates, etc. 

4. Cost of printing memorandum and articles of association. 

5. Cost of the company’s seal, statutory books, etc. 

6. Stamp duties payable on the conveyance or transfer of assets. 

Normally a duty of £2 per £100 is payable on consideration for the transfer of 
assets (other than those which are capable of manual delivery, such as plant and 
machinery, stock in trade, bills receivable, cash, etc.) but there are certain exemptions 
and abatements. 

The pr eliminar y and formation expenses are sometimes borne entirely by the 
company, and sometimes by the vendors of the business to the company, or appor¬ 
tioned ^tween these parties, the expenses up to allotment being payable by the 
vendors, and the expenses afterwards by the company. 

H 
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This expenditure is, strictly speaking, of a capital nature, but as it is not represented 
by value, it is usual to write it off as soon as possible out of revenue. The balance 
not written off must be carried forward and shown under a separate heading in the 
balance sheet. 

In addition to preliminary expenses, the following expenses incurred in connection 
with the issue of shares and debentures, so far as they are not written off, must each 
be stated separately in the balance sheet of the company (8th Schedule, Pt. I, § 3): 

(i) Any expenses incurred in connection with any issue of share capital or 
debentures; 

(ii) Any commission in respect of the issue of any shares or debentures; 

(iii) Any discount on debentures; 

(iv) Any discount on shares. 

(a) Underwriting Commission 

This is an amount payable to persons who undertake to subscribe for shares 
comprised in a public issue, to the extent that they are not subscribed for by the 
public. An underwriting contract is therefore in the nature of a speculation. If the 
public respond to the extent of applying for the whole of the shares, the underwriters 
receive their commission, and do not have to take up any shares. If the public apply 
for only part of the shares, the underwriters receive their commission but have to 
take up the shares not subscribed for in proportion to their contracts. It is usual for 
the underwriters to make formal application for the shares they underwrite, on the 
understanding that allotment will be made only to the extent to which the public 
do not apply for shares. 

The provisions mentioned in § 6 (c) ante regarding repayment of application money 
where a stock exchange quotation is refused, apply also to shares underwritten; the 
allotment is void (s. 51 (6)). 

lUustratioii (1) 

The Andorra Engineering Company, Ltd., issued a prospectus inviting applications for 
100,000 shares. A underwrote 40% of the total, B 30%, and C 30%, in consideration of a 
commission of 5 %. The public made applications for 40,000 shares. There were thus 60,000 
shares to be taken up by A, B and C in the ratio in which they had underwritten the issue. 
A taking 24,000, B 18,000, and C 18,000. The commission received, of course, would be on 
the total amount underwritten, viz., A £2,000, B £1,500, and C £1,500. 

The underwriters may enter into subsidiary agreements with sub-underwriters in 
order to spread the risk. When such a course is contemplated, the principal under¬ 
writers are frequently paid an additional commission, termed an ‘over-riding’ com¬ 
mission, since they would generally have to pay to the sub-underwriters under¬ 
writing commission at the same rate as they themselves have received. The payment 
of over-riding commission by the company is justified on the ground tlmt the latter 
is then able to effect an underwriting contract with only one or two underwrites 
instead of a number, the underwriters usually remaining responsible for the obligations 
entered into in respect of the subsidiary agreements. 
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X Ltd. issues a prospectus inviting applications for 100,000 shares of lOs. each at £1 per 
share, enters into a contract with M, who undertakes to underwrite the whole issue at an 
underwriting commission of 4 per cent., and an over-riding commission of 1 per cent. M 
makes underwriting contracts with sub-underwriters as follows:— 

A 40,000 shares, B 30,000 shares, C 20,000 shares. 

In this case, the underwriting and over-riding commissions are apportioned as follows— 

A 4% on £40,000 = £1,600; B4% on £30,000 - £1,200; C4% on £20,000 = £800; 
and M 4% on the balance of £10,000, plus 1 % on £100,000 - £1,400. 

Sometimes underwriters apply ‘firm’ for a number of shares; that is, they request 
the shares so applied for to be allotted to them, whatever the response of the public 
to the issue may be. If the issue is under-subscribed, each underwriter may still be 
called upon to fulfil his obligations under the underwriting contract, irrespective of 
‘firm’ applications, unless the contract provides for relief to be given for firm applica¬ 
tions, in which event the number of shares to be taken up under the contract by each 
underwriter is reduced by the number of shares taken ‘firm.’ 

(b) Commission on placing Shares 

This is an amount payable to parties who introduce to the company persons 
willing to become members, and to take^ip shares accordingly. This commission, 
therefore, differs from underwriting commission as the transaction is not a speculative 
one, and is only paid in the event of capital being introduced. 

The payment of commission to persons in consideration of their agreeing to 
subscribe for shares, or procuring or agreeing to procure subscriptions, is authorised 
by Section 53. The amount or rate per cent, of the commission (which must not 
exceed 10% of the price at which the shares are issued) must be authorised by the 
articles of association, and disclosed in the prospectus, or the statement required to 
be filed with the registrar in lieu thereof, and in any invitation to subscribe for 
shares not being a prospectus. 

This commission is usually payable in cash, but is sometimes satisfied by the 
issue of fully-paid shares, or partly in one form and partly in the other. 

Under the Eighth Schedule to the Companies Act, 1948, Part I, paragraph 3, the 
total amount of commission paid in respect of any shares or debentures, or so much 
thereof as has not been written off, must be stated under a separate heading in every 
balance sheet of the company until the whole amount has been written off. 

§ 10. Mortgages and Debentures 

(a) Definition of Mortgage 

A mortga'ige of freehold property is of the nature of a long lease (3,000 years) 
granted by one person (the mortgagor) to another (the mortgagee) as a security for 
money lent, witih a condition that if the money is repaid on a certain day with 
interest at an agreed rate,the demise made infavour of the mortgagee shall automatically 
terminate. The right of the mortgagor to have the mortgage terminated is called the 
‘equity of redemption’. 
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In the case of leasehold property, the term of the lease to the mortgagee is for the 
unexpired portion of the mortgagor’s lease less 10 days. 

A second mortgage may be given for one day longer than the first mortgage. 

In the case of a mortgage, both the lender and borrower have a legal estate, that of 
the former being in the nature of a leasehold which he can assign at will, and that of 
the latter a fee simple or leasehold interest (as the case may be) upon which he can sue, 
subject to the mortgage. 

A limited company can raise money under similar conditions by a charge upon 
other assets, as well as land. A mortgage can therefore be stated shortly as a con¬ 
ditional transfer of property made for the purpose of securing repayment of a loan 
with interest. Until default is made in the terms of the mortgage, either as regards 
the payment of interest or the repayment of principal, or in any other way, the 
mortgagor (i.e., the borrower) retains possession and use of the property, but as 
he does not possess an unencumbered title thereto he cannot convey it without the 
consent of the mortgagee {i.e., the lender). 

The entries in a company’s books when money is borrowed on mortgage will be 
to debit cash and credit a Loan on Mortgage Account. A note should be made in 
the ledger account of the asset charged ugder the mortgage. The appropriate entry 
must be made in the register of charges. In the balance sheet the loan must be shown 
as a secured liability {see Eighth Schedule, Part 1, paragraph 9). 

Where a mortgage is repaid out of profits, it is desirable, if not imperative, to 
transfer from Profit and Loss Account to reserve an amount equal to the cash 
so applied, otherwise, if dividends are declared up to the full amount of the 
balance of Profit and Loss Account before such a transfer has been made, working 
capital may become depleted. If, of course, reserves and liquid capital are already 
adequate, no such transfer will be necessary. 

(b) Definition of Debenture 

A debenture is a written acknowledgement of a debt by a company, usually under 
seal, and generally containing provisions as to payment of interest and repayment of 
principal. It may be either a simple or naked debenture, carrying no charge on assets, 
or a mortgage debenture, carrying either a fixed or floating charge on some or all of 
the assets for the time being of the company. 

A fixed charge is a mortgage, as already described, on specific assets, under which 
the company loses the right to deal with the assets charged, except with the consent of 
the mortgagee. A floating charge, on the other hand, is not really a mortgage at all, 
since the nature of the charge is that so long as the company continues to carry 
on its business and observe the terms of the charge, the directors are entitled to deal 
in any way they please in the ordinary course of business with the assets of the 
company, and may even make specific charges on property which, subject to the 
terms of the floating charge given, will have priority to the floating charge. The 
floating charge is a charge on a class of assets, present and future, which in the 
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ordinary course of business is changing from time to lime, and attaches to the pro¬ 
perty included therein in priority to the general liabilities of the company. The floating 
charge hovers over or ‘floats’ with the assets, until some event happens (e.g., default 
in repaying principal or interest) which crystallises the charge into a fixed one. 

Under Section 95, all mortgages and charges affecting the property of a company, 
as defined in that section, must be registered within twenty-one days after the date of 
creation, with the registrar of companies, otherwise they will be void against the 
liquidator and any creditor of the company, so far as the security comprised in the 
charge is concerned. If so rendered void, the principal moneys will immediately 
become repayable. 

Debentures may take the form of bonds to bearer, or they may l>e registered in 
the names of the holders, transmission being by transfer. In such case, a debenture 
ledger should be kept, similar in form to the share ledger previously described, in 
order to record the necessary particulars. Debenture stock may also be issued, the 
distinction between which and registered bonds being similar to the distinction between 
stock and shares mentioned earlier in this chapter. Unlike capital stock, debenture 
stock can be issued in the form of stock straight away without first being issued in 
some other form, and may even be issued at a discount. 

Where a fixed charge is given, the charge will be in the names of trustees, who may 
then issue debenture slock for sub-multiples of the amount of the indebtedness. In the 
case of a floating charge it is also common for two or more persons to be appointed as 
trustees for the debenture holders, for the purpose of looking after their interests, and 
taking any action that may be necessary to protect their security. 

A company may make more than one issue of debentures, in which case issues 
subsequent to the first may rank pari passu (i.e., on an equal footing) with the 
original issue, or may confer a charge, subject to and following the first, according 
to whether the original debentures contained clauses allowing or forbidding subsequent 
pari passu issues. Where the debentures carry different priorities, they are usually 
designated first debentures, second debentures, etc.—a higher rate of interest usually 
being payable on those of lower rank to compensate for the lower degree of security. 

A company can only issue debentures up to an amount within the limits of its 
borrowing powers, as set out in its memorandum and / or articles of association. In 
the case of a trading company, such powers are implied unless there are provisions 
to the contrary in the memorandum or articles. Debentures attract a stamp duty 
of 5s. per cent, on the par or redemption price, whichever is higher. 

The contractual rate of interest is payable on the debentures whether the company 
makes profits or not, since the charge given covers both principal and interest. Income 
tax is deductible from the interest payable. 

The entries in the books of a company on an issue of detentures are similar to those 
on an issue of shares, Instalment Accounts being debited with the various instalments 
as they become due, and Debentures Account credited. If debentures are issued to 
the vendor as part of the consideration for a business acquired by the company, the 
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Vendor’s Account is debited and the Debentures Account credited therewith. The 
proper entry must also be made in the register of charges kept by the company. 

(c) Debentures issued at a premium 

When debentures are issued at a premium’ the Debentures Account should be 
credited only with the nominal amount of the debentures, the premium being 
credited to Debenture Premium Account. The Companies Act, 1948, does not 
specify the manner in which the Debenture Premium Account shall be dealt with, 
but it is considered that it cannot be regarded as a profit which is divisible through 
the Profit and Loss Account, and should therefore be classified as a capital reserve. 
It is frequently utilised to form the nucleus of a debenture redemption fund ; if not 
employed in this manner it could be applied in writing off fictitious assets. It is usual 
to charge the expenses of issue of the debentures against the premium received. 

(d) Debentures issued at a discount 

Debentures can be issued at a discount, and the discount can be regarded as a 
lump sum allowed to the lenders at the time of their taking up the debentures, in 
consideration of a lower rate of interest being payable than would have been the 
case had the debentures been issued at par. The financial position of the company 
and the state of the money market at the date of issue are important factors in 
determining the price of issue. 

The effect of issuing debentures at a discount can be seen from the following example: 

Illustration (1) 

A company issued debentures of £100 each at 95, interest at 5 %, repayable at the end of 
20 years at par. 

Over the 20 years, therefore, ignoring income tax, the holder receives £100 as interest, 
and at the end of that period is repaid £100 in respect of each £95 advanced. The average 
return is therefore = £5-25 on his investment of £95, or 5*5 %. (This rate is not 

strictly accurate, as it ignores compound interest, but it is sufficiently accurate to show the 
effect.) 

Where debentures are issued at a discount, cash is debited with the net sura 
received and Discount on Debentures Account with the amount of the discount. 
Debentures Account being credited with the full nominal value of the debentures, at 
which value they must appear as a liability in the balance sheet. The discount on 
debentures, or so much thereof as has not been written off, must be shown 
separately in the balance sheet (8th Schedule, Pt. I). 

The discount on the issue is, in effect, deferred interest, and should accordingly be 
written off over the period having the use of the money raised by the debentures, 
unless a sinking fund is created to accumulate the full redemption price, including 
the discount. Where the debentures are redeemable at the end of a specified period, 
the discount should be written off by equal annual instalments over that period. If, 
however, the debentures are to be red^med by annual drawings, the discount should be 
written off by proportionately reducing instalments, since each succeeding year has 
the use of a reducing amount of principal. 
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lUnstration Q) 

A company issued on 1st January, 19..., thirty debentures of £100 each at 90, repayable by 
instalments of £1,000 at the end of the first, second, and third years respectively. Show the 
Discount Account, assuming the discount to be written off over the period proportionately. 

DISCOUNT ON ISSUE OF DEBENTURES ACCOUNT 


1st year 
Jan. 1 

Debenture Account ... 

£ 

300 

1st year 
; Dec. 31 

Profit and LcaS Account— 

three-sixths of £300. 

Balance c/d. 

£ 

ISO 

ISO 



I 

£300 



£300 


2nd year 
Jan. I 

1 Balance b/d. 

150 

2nd year ' 
Dec. 31 

Profit and Loss Account-' 
two-sixths of £300 ... 

Balance c/d. 

100 

50 




£150 

' 


, £150 


3rd year 
Jan. i 

Balance b/d. 

1 

50 

1 

' 3rd year 
Dec. 31 ; 

Profit and Loss Account ~ 
one-sixth of £300 

i 30 



£50 ' I £50 


Note 

In the above illustration the discount has been written off against the profits of the 
respective years in the proportions of 3: 2: 1, since the first year has the use of £3,000, the 
second year £2,000 and the third year £1,0(X) of the capital provided by the debentures. 

Where the redemption of the nominal amount of the debentures repayable is provided 
for by charges against Profit and Loss Account, such charges should include the provision for 
discount, in which case the discount can be written off against the credit balance on the 
redemption account. 

(e) Itebentures repayable at a premium 

These debentures will stand in the balance sheet as a liability at their nominal 
amount, with a note of the amount at which they are repayable, any discount or pre¬ 
mium on issue being treated as described above. 

If a sinking fund is raised to provide for repayment, it should include provision 
for the payment of the premium on redemption. If no sinking fund is created, the 
premium should be provided for out of profits over the period of the debentures. 
Debentures may even be issued at a discount and repayable at a premium. 

lUustration 

A company issued 100 debentures of £100 each, at a discount of 5%, repayable at 102 at 
the end of 10 years. 

Over the 10 years, in addition to the interest payable, there must be charged against 
Profit and Loss Account £7 per £100 debenture, i.e., £700 in all, by yearly amounts of £70. 
Of this £50 is credited to Discount on Debentures Account, and £20 to a Provision for 
Premium on the Redemption of Debentures Account. 

If the debentures were repayable by equal annual drawings, the £700 would be charged 
in the ratio of 10,9, 8,7, 6, 5,4, 3,2,1, i.c.iiths of £700 = £127 5s. 5d. would be charged 
to Profit and Loss Account in the first year,-#®6ths of £700 = £114 lOs. lid. in the second 
year, and so on. The premium paid on redemption would be debited to the Provision Account, 
and the balance carried forward until the last year, when it would be closed by the last 
redemption. 
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(f) Redemption of Debentures 

Debentures may be irredeemable (i.e., the company may be under no obligation 
to repay the debentures at any specified date), but this is unusual in the case of a 
limited company. It is more usual to find irredeemable debentures or debenture stock 
in the case of companies formed under special Act of Parliament. 

Debentures may either be redeemable at the end of a given period or by annual 
drawings. The trust deed, or if there is no deed, then the debentures themselves, will 
contain provision for redemption, and will usually stipulate for a sinking fund 
to be established out of the profits for the purpose of repayment. An illustration of the 
entries in the company’s books in a case of this nature is given below. 

Another method is for the company to take out a sinking fund policy with an 
insurance company for the amount of the debentures. 

Under Section 90, where a company has redeemed any debentures, it has power to 
re-issue them, either by re-issuing the same debentures, or by issuing other debentures 
in their place, unless provision, express or implied, is contained in the articles or the 
conditions of issue, or unless the company has, by passing a resolution, or by some 
other act, manifested its intention that the debentures shall be cancelled. Where a 
company has redeemed any debentures, particulars with respect to those which can 
be re-issued must be included in every balance sheet of the company. On re-issue, the 
debentures must be stamped as if they were an original issue. They have this advan¬ 
tage, however, that they will rank pari passu with the outstanding debentures of the 
same series, /.e., the re-issued debentures will have the same priorities as the original 
debentures. 

In some instances, a company purchases its own debentures, as and when con¬ 
venient, in the open market, subsequently cancelling the liability pro tanto. This pro¬ 
cedure would be adopted when the debentures were quoted at a discount, so that a 
profit would result from the transaction. This profit is of a capital nature and should 
not be utilised for purposes of distribution as dividend. 

lHustration (1) 

A company issued £100,000 4% debenture stock at 98 on the 1st January, 1960, the interest 
being payable half-yearly on 30th June and 31st December, ihe stock is to be redeemed at 
the end of 20 years, at 102^,but the company has power to redeem on any earlier date after 
the first year at 105, upon giving 6 months written notice of its intention. Provision is made 
for the establishment of a sinking fund, and the annual contribution of £2,000, together 
with the interest received during the preceding year, is to be invested on the 1st January in 
each year, the first investment being made at the beginning of the second year. The trustees 
are empowered to purchase debentures in the open market should they be below par, and 
to realise the sinking fund investments for this purpose. Investments were realised as 
follows, in order to purchase debenture stock:— 

Nominal value of 

Original Cost. Produced. Debenture Stock 

I^u rciidscd 

30th April, 1961. £1,050 £1,060 £1,100 ‘ 

30th September, 1962 ... 2,000 2,100 2,150 
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The amounts of interest received on the sinking fund investments for 1961, 1962 and 
1963 were £40, £80 and £120, respectively. 

Prepare accounts showing the transactions up to 31st December, 1963. Ignore income 
tax and calculate to the nearest £. 


DEBENTURE STOCK ACCOUNT 


1961 

Dec. 31 

Debenture Redemption Ac¬ 
count, cancellation of £1,100 
Debenture Stock . . 

Balance cM. 

£ 

l.lOO 

98,900 

1960 
Jan. ! 

Sundries 

£ 

100.000 



£100,000 



£l(M).()00 

1962 
Dec. 31 

Debenture Redemption Ac- 
count. Cancellation of £2,150 
Debenture Slock 

Balance c/d. 

2,151) 

9h,750 

1962 

Jan. 1 

Balance bM. 

98,900 


t9«.9tHl 


£98,9(8) 

1963 



Jan 

Balance b/d. 

96,750 




DISCOUNT ON DEBENTURES 

ACCOUNT 


I960 
Jan. 1 

Sundries 

1 

£ 

; 2,000 

1961 1 

Dec. 31 1 

(ieneral Reserve Account 
Balance c/d. 

£ 

1,100 

900 



j £2.000 



£2,000 

1961 

Jan. ! 

Balance b/J. 

900 

1962 

Dee. 31 

(ieneral Reserve Account 

900 




SINKING FUND ACCOUNT 


1961 


£ 

I960 


£ 

Dec. 31 

General Reserve Account 

1.100 

Dec. 31 

Profit and Loss Account 

2,000 


Balance c/d. 

. j 3,005 

1961 

Dec. 31 

Sinking P'und Investments Ac¬ 
count-Profit on sale 

Debenture Redemption Ac- 1 

10 


1 

1 





count—Profit on purchase .. 

55 

' 




Interest on Investments .. | 

40 





Profit and Loss Account ^ 

2,000 






£4,105 

1962 



1962 



Dec. 31 

General Reserve Account 

2.150 

. Jan. 1 

Balance bid. 

3,005 


Balance c/d 

3.106 

Dec. 31 

Sinking Fund Investments Ac- i 
count— Profit on sale 

Debenture Redemption Ac- ' 

100 







count—Profit on purchase . 

71 





Interest on Investments 

80 





Profit and Loss Account 

2,000 

1 


£5.256 


; 

£5,256 

1963 : 



1963 



Dec. 31 ; 

Balance c/d. 

5,226 

' Jan. 1 

Balance b/d. 

3,106 


Dec. 31 

Interest on Investments 

120 




1 ' 

Profit and Loss Account 

2,000 


1 

! 

£5,226 

-1 

j, 


£5,226 

1 

1 


1964 . 

; Jan. 1 , 

Balance b/d. 

5,226 


H2 
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SINKING FUND INVESTMENTS ACCOUNT 


1961 


£ 

! 

1 1961 


£ 

Jan. 1 

Caih . 

2,000 

Apr, 30 

Cosh . 

1,060 

Dec. 31 

Sinking Fund Account—^Profit 

i Dec. 31 

Balance c/d. 

950 


on me of investments 






£2,010 



£2,010 

1962 



i 1962 



Jan. I 

Balance b/d. ... . 

930 

! Sept. 30 

Cash . 

2,100 


Cash . 

2,055 

Dec. 31 

Balance c/d. 

1,005 

Dec. 31 

Sinking Fund Account—Profit 

t 


on sale of investments 

100 

1 





£3,105 ;; 


£3,105 

1963 



1 1963 



Jan. 1 

Balance b/d. 

1,005 

: Dec. 31 

Balance c/d. 

3,106 


Casta . 

2,101 

! 



£3,106 

' 


£3,106 

1964 



> 

1 



Jan. 1 

Balance b/d. 

3,106 

- 




DEBENTURE REDEMPTION ACCOUNT 


1961 

Apr. 30 

Casta, Purctaase of £1,100 De> 

1 

1961 
Apr. 30 

Debenture Interest Account, 

£ 

Dec. 31 

bentures cum. <Hv. . 

1,060 ; 

4 months accrued interest on 


Sinking Fund Account—Profit 


£1,100 Debentures purchased 



on Debentures purchased for 



cum. dt* . 

15 


cancellation. 

55 

Dec. 31 

Debentures Account, Deben- 






tures cancelled . 

1,100 



£1.1 IS 



£1,115 

1962 
Sept. 30 

Cash, Purctaase of £2,130 De> 


1962 
Sept. 30 

Debenture Interest Account, 


Dec. 31 

bentures turn, di* . 

Sinkiiw Fund Account—Profit 
on Debentures purchased for 

2,100 

3 months accrued interest on 
£2,150 Debentures purchased 
cum. div. 

21 




cancellation. 

71 

Dec. 31 

Debentures Account, Deben- 





1 

tures cancelled . 

2,150 



£2,171 



£2,171 








DEBENTURE INTEREST ACCOUNT 


1960 


1 

£ 

I960 


£ 

June 30 

Cash— 


Dec. 31 

Profit and Loss Account 

4,000 


i yrs.' Interest on £100,000 .. 

2,000 



Dee. 31 

»t M M 

2,000 






£4,000 



£4,000 

1961 



1961 



Apr. 30 

Debenture Redemption Ac> 


Dec. 31 

Profit and Loss Account 

3,971 


count—4 months' Interest on 





£1,100 Debentures purchased 
cum. d(v. . 

i 

i 

15 




June 30 

Cash— 

1! 




i yrs.' Interest on £98,900 . . 

1,978 j; 

1,978 1 

1! 



Dec. 31 

e» s» 





£3,971 

, 


£3,971 

1962 


<! 1962 



June 30 

Cash— 


; Dec. 31 

Profit and Loss Account 

3,934 


i yrs.’ Interest on £98,900 .. 

1,978 

1 


Sept. 30 

Debenture Redemption Ac¬ 
count—3 months’ Interes: on 

1 

i 





£2,130 Debentures purchased 
cum. dlv, . 

21 

1 

1 



Dee. 31 

Cash— 


1 




i yrs.’ Interest on £96,730 . 

1,935 





£3.934 ,1 


£3,934 

1963 



1963 



June 30 

Cash— 


1 Dec. 31 

Profit and Loss Account 

3.870 


i yrs.’ Interest on £16,730 . 

1,935 


Dec. 31 

»g t» ts 

1.935 

1 





£3,870 

! 

! 


£3,870 
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SINKING FUND CASH ACCOUNT 


I960 { 

1 

£ 

1961 ! 


Dec. 31 1 

General Cash—Annual instal- I 


Jan. 1 

Sinking Fund Investment Ac¬ 


meat. 

2,000 


count . 

1961 i 



Apr. 30 

Debenture Redemption Ac¬ 

Apr. 30 ! 

Sinking Fund Investment Ac- 1 



count, Debentures purchased 


coimt. Proceeds of sale 

1,060 

Dec. 31 

Malance c/d. 

Dec. 31 

Interest on Investments 

40 




General Cash—Annual Instal- > 


' 

*' 


ment.1 

2.000 

, 



General Cash—Refund of In- , 





terest on Debentures cancelled : 

15 

1 



£5,115 


1962 
Jan. t 

Balance Ud. 

£ 

2,055 

1962 ^ 
Jan. 1 ' 

Sinking Fund Investment 

Ac- 

Sept. 30 

Sinking Fund Investment Ac¬ 
count, Proceeds of Sale 

2,100 

Sept. 30 i 

count . 

Debenture Redemption 

Ac- 

Dec 31 

Interest on Investments 

80 ' 

count. Debentures nurchased 


General Cash—Annual Instal¬ 
ment . 

2,000 Dec. 31 '< 

Balance c/d. 


1963 
Jan. 1 

General Cash—Refiind of In¬ 
terest on Debentures cancelled 

Balance b/d. 

: 

21 

1 

£6,256 

— 

2,101 : 
120 

1 

1 

1 

1963 : 
Jan. 1 ' 

Sinking Fund Investment 

Ac- 

Dec. 31 

Interest on Investments 

1 

count . 



General Cash—Annual Instal¬ 


Dec 31 ! 

Balance c/d. 


1964 
Jan. 1 

ment . 

Balance b/d. 

2,000 ; 
£4,221 ! 

2.120 1 

. 

1 



£ 


2.000 


1,060 

2.0SS 


£5,115 

£ 

2.055 

2,100 

2,101 


£6,256 


2,101 

2.120 


£4,221 





GENERAL RESERVE ACCOUNT 

1961 
Dec. 31 

Discount on 

Debentures 

A. I 

£ 

1 

1961 ' 

Dec. 31 ; 

Sinking Fund Account 

1962 
Dec. 31 

count ... 

Discount on 

Debentures 

1 

Ac- 

1,100 

1 

1 

1962 ! 
Dec. 31 { 

Sinking Fund Account 


count ... 
Balance c/d. 

• * • 

1 

900 

1,250 

£2,150 

i 

1963 1 
Jan. 1 , 

Balance b/d. 


1,100 


2,150 


£2,150 


1,250 


Notes 

(1) The accrued interest included in the cum. div. price of the debentures purchased 
must be debited to Debenture Interest Account, and only the balance of the price 
treated as the cost of the debentures cancelled, in arriving at the profit or loss on cancellation. 
The amount of such accrued interest, having been paid out of sinking fund cash, must be 
reimbursed thereto out of general cash, and reinvested. 

(2) No purpose is served by apportioning the proceeds of sale of the investments between 
capital and income, as both the interest earned and any profit or loss on realisation of the 
investments must be transferred to the Sinking Fund Account. 

(3) An amount equal to the nominal amount of the debenture stock cancelled has been 
transferred from the Sinking Fund Account to General Reserve, as the assets representing 
it are now part of the general assets and are not included in the Sinking Fund Investment 
Account. 

(4) The discount allowed on the issue of the cancelled debenture stock must be written 
oiSr, since the debentures are no longer outstanding. As, however, the general reserve is 
available, it has been thought advisable to write olf the whole discount against it 
immediately. 
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Another method of dealing with debentures purchased in the open market is 
to keep them alive, and treat them as investments of the sinking fund. The annual 
appropriation of profits is credited to Sinking Fund Account, and the amount ex¬ 
pended in the purchase of debentures debited to Sinking Fund Investment Account. 
Interest on such debentures is credited to the Sinking Fund Account and invested 
as if it were from an ‘outside’ investment of the fund. 

The sinking fund instalments are originally computed on the basis that they will 
accumulate at compound interest over the term of the debentures. Where, therefore, 
investments are realised and debentures purchased at an earlier date, the sinking 
fund is deprived of interest, and its basis vitiated. On each purchase of debentures, 
therefore, the sinking fund should be compensated for the loss of interest. This can 
be done by— 

(a) recomputing the annual instalments, having regard to the nucleus available and 
the remainder of the term of the debentures; or 

(b) computing the interest on the debentures purchased, and adding this amount to 
the annual instalment to be set aside and invested; or 

(c) charging as an addition to the annual instalment the interest lost to the sinking 
fund by the sale of investments. 

Methods (b) and (c) have no exactitude; they are mere expedients. Method (b) 
involves an increasing annual appropriation of profits; method (c) may fail to pro¬ 
vide adequate funds. Accordingly, method (a) is strongly advised. 

Where no sinking fund is created, an amount equal to the cash applied in pur¬ 
chasing or redeeming debentures should be transferred from Profit and Loss Account 
to reserve (unless the necessary funds are already in that account) in order to conserve 
working capital, since the cash so utilised consists of profits withheld from distribu¬ 
tion. This automatically adjusts for any premium or discount. 

Illustration (2) 

On 1st January, 19... a company had outstanding £50,000 5 % debentures. On the following 
31st December, the company purchased for cancellation £20,000 debentures at 98, the 
expenses being £100. The profits for the year amounted to £34,000. 

Show journal entries recording the above transactions, including the cash transactions 


JOURNAL 


5”. Dehcniitres Account .... 

To Debenture Redemption Account 

Transfet ol' Debentures for ciinccllation .is per Minute duted 

Dr. 

£ 

20,000 

1 

20.000 

Debenture Redemption Account Or. 

To Cash 

Reserve 

Purchase and cancellation of £20,000 Debcntuies at 9S, Expenses £100, and transfer of profit. 

20.000 

! 19,700 

1 300 

1 

Profit and Loss Account 

To Reserve 

Transfer of amount equal to cost of Debentures purchased. 

Dr. 

19,700 

19,700 

Note 




As the company’s liquid resources have been 

reduced by 

£19,700, it 

is desirable 

to transfer an equivalent amount to reserve from Profit and Loss Account, 

so that the 





COMPANY ACCOUNTS 


237 


§10] 


balance of the latter account will not overstate the amount which is available for distribu¬ 
tion. This entry reflects that the purchase of the debentures has been eflccted out of profits, 
and to the extent that profits have been used for this purpose they cannot be distributed 
as dividend, without seriously depleting the company’s working capital. 

Debentures may be redeemable by annual drawings, in which case an amount 
equal to the cash applied each year in the redemption should be transferred to 
reserve (unless already therein) for the reasons already staled, any premium 
or discount being debited or credited to reserve as in the case of the purchase of 
debentures in the open market. 

If there is no sinking fund, it is unusual for a company to acquire its own deben¬ 
tures as an investment, although on occasion, it may be economical to do so, e.g., 
where the rate of interest payable is more than can be earned on other investments, 
and the market price of the debentures is favourable, or the terms of the debentures 
forbid cancellation at the time. In such a case, it is desirable to debit the interest on 
the debentures so purchased to the Debenture Interest Account and credit Profit and 
Loss Account as a separate item, so that the exact position is disclosed. 

Ulostration (3) 

Wyezed Ltd. had outstanding £60,000 5% debentures at the beginning of the year 19..., 
interest payable 31st March and 30th September. During the year, debentures were pur¬ 
chased in the open market as follows:— 

15th March, £10,000 nominal, ex interest, cost £9,890. 

1st August, £8,000 „ cum „ „ £8,050, 

The debentures were retained as an investment. Write up the Investment Account, 
Debenture Account, and Debenture Interest Account for the year to 31st December. 
Apportion in fractions of months and ignore income tax. 

The debentures were cancelled on the following 31st March. Write up the accounts to 
that date, making calculations to the nearest £. Ignore income tax. 


j 

Mar. 31 | 

I 


I 


I 


DEBtNTURE ACCOUNT 


Own Debenture investnieni , ' Jan. I ; Balance b/f 

Account-canccllaiioii of (le- ' ‘ | 

bentures purchased 18,000 

Balance c'f. 42,000 


£60,000 


£ 

60,000 


£60,000 

i 


OWN DEBENTURES INVESTMENT ACCOUNT 


1 

I 

I 

I 

liar. 15 I 

I 


Sug. I I 


>ec. 31 


Nominal. 


£ 

Cash — purchase rx. 

interest i 10,000 

Interest—contra, 4 
month to 3!st ' 

March ... 

Cash—purchase cum 

interest .. 8.000 

Cost .,.£8,050 
Las accrued 
interest 4 
months,. 133 | 


Profit and Loss Ac* ' 

count .: I 

I £18,000 i 


Interest. Principal. 

f £ ■' 

' Mar. 15 
9.890 ' Sept. JO 

21 Dec 31 


133 7.917 

563 , 

£696 ; £I7.828~.[ 


Principal - coiiiia 
Debenture Interest 
Account, i >sar'$ 
interest 

Balance, interest 
accrued, c/d. 
Balance c/d. 




I 


Nomina). | 

Interest. | 

Principal. 

£ ' 

£ 

21 

£ 


' 450 


18,000 

, 225 

17,828 


£18,000 : £696 I £17,828 







Notes 

(1) The interest on own debentures credited to Profit and Loss Account at 31st December, 
19... is made up as follows;— 

months at 5% on £10,000 = £395 16 8 
5 „ „ „ £8,000 = 166 13 4 

£562 10 0 (say £563) 

(2) In order to maintain working capital, a transfer has been made from Profit and Loss 
Account of the amount required to increase the reserve to a sum equal to the nominal value 
of the debentures redeemed. 

(g) Debentures issued as security for a loan 

(It is a common practice for companies to issue their own debentures as security 
against a loan or overdraft from a bank or other parties. Section 90 (4), expressly 
refers to this procedure, and provides that such debentures shall not be deemed to 
have been redeemed by reason only of the account of the company having ceased to 
be in debit whilst the debentures remained so deposited. 

The term ‘collateral’ is commonly applied to such a security, since the amount of 
the debentures will not appear in tihe company’s accounts as a liability in addition 
to the loan or overdraft;) but this description is not strictly correct, since the deben¬ 
tures are in fact issued by the company itself and not by a third party, as the expres- 
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sion would seem to imply. The term 'additional security’ appears to be a more 
accurate one to employ. 

When debentures are issued in this manner, they should be shown ‘in short’ in the 
balance sheet, and stated as having been issued as security. The loan against which 
they are issued will be extended as a liability in the usual way. A note of the issue 
should be made at the head of the Debenture Account in the ledger. The debentures 
require registration in the ordinary way. 

No interest is payable on such debentures; the interest on the bank loan or over¬ 
draft is paid in the usual way, and the bank will only resort to the debentures in the 
event of this becoming necessary to protect their security, e.g., where liquidation 
ensues or a receiver is appointed. 


(h) Debenture interest in the final accounts 

Interest on debentures is a definite liability which is payable whether or not the 
profits earned are sufficient to provide for it. When preparing the final accounts for 
an accounting period, therefore, provision must be made for any interest accrued to 
the date of the balance sheet, so that the Profit and Loss Account will be charged with 
interest for the whole period, and any accrued liability not yet paid will appear in the 
balance sheet. Although interest on debentures, being ‘annual interest’ for income 
tax purposes, must be paid less tax, the tax deducted has to be accounted for, either 
as part of the assessments on the company’s income or (where the interest exceeds 
the total income) under a separate assessment, and the true measure of the charge is 
thus the gross interest. The correct practice is therefore to debit the gross amount of 
the interest to Profit and Loss Account, crediting the income tax recouped by deduc¬ 
tion to Income Tax Account. This practice has the approval of the ^uncil of the 
Institute of Chartered Accountants in England and Wales, and appears to be sanc¬ 
tioned by the provision in the 8th Schedule, Pt. I, which requires the amount of the 
inter^t to be shewn in the Profit and Ix)ss Account. 


(i) Conversion of debentures into new debentures carrying a lower rate of interest 
In some circumstances the market rates of interest prevailing may make it necessary 
for companies to review their position regarding debentures. Where the debentures 
permit the company to redeem on six months’ notice, the company is able to give the 
necessary notice and at the same time offer new debentures carrying a lower rate of 
interest in exchange. Where the holders of the old debentures do not take up the new 
debentures in full, the balance may be offered to the public for subscription or placed 
privately. In such a case, the entries are simple, viz.. Old Debentures Account is 
debited and New Debentures Account credited with the debentures exchanged, in so 
far as the holders accept; Old Debentures Account is debited, and cash credited in 
respect of the holders who desire to be paid out; the usual entries being made in 
respect of the new debentures issued to the public or private subscribers. 
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In some cases, however, there is no power of redemption at the date when the 
company desires to reorganise its position, and it is necessary to come to an arrange¬ 
ment with the debenture holders whereby some consideration is given for their 
agreeing to accept a lower rate of interest in future, e.g., a cash payment, or an issue 
of new debentures repayable at a premium. The relevant entries are shown in the 
following illustration which embodies a cash payment and an issue of new debentures 
repayable at a premium. 

Illustration 

A company came to an arrangement with its debenture holders, who held £100,000 5i% 
debentures, whereby the debentures were to be repaid at 103, the holders having the option 
to convert into 4|% debentures repayable by annual drawings over 20 years at 104. Holders 
of £60,000 5^ % debentures exercised the option, and the company invited applications from 
the public for the remaining £40,000 4^% £100 debentures at 101. payable as follows: 
On application £20; on allotment £31, and at intervals of one month thereafter, £25 per 
instalment. Applications for £90,000 debentures were received, including applications for 
£25,000 from existing debenture holders. Allotment was made in full to existing holders; 
no allotments were made to other applicants for less than £500 stock (amounting to £20,000 
nominal); /»ro ra/a allotments were made to other applicants. 

Show the journal entries recording the above transactions. Journalise the cash trans¬ 
actions. 


JOURNAL 


-'1 Oeheniurcs Account />i 

To 4i DchcniurcK Account 
Sundry Debenture Holders 

Conversion by holders of 160,000 5}“. debentures into 41”,', delsenturcs, .ind tr.insfci ol 
balance for repayment. 


Protit and Loss Account ........ /Ji 

To Sundry Debenture Holders 

Premium of 3 % on repayment of £40.000 5^% debentures. 


Cash . ... Ur. 

To 41% Debentures Application and Allotment Account 
£20 per debenture on £90,000 Debentures applied for. 


41 % Debentures Application and Allotment Account Ur. 

To 41 % Debentures Account ... 

Premiuni on Issue of Debentures Account . 

Cash , ... . 

Allotment per minute of this day of £25,000 debentures to existing holders in full; £15,000 
debentures to applicants for £45,000, pro rata: £51 being due on application .ind allotment on 
each £100 debenture and refund of application money on applications for £20.0(Ki debentures. 


Cash . .... . Ur. 

To 41% Debentures Application and Allotment Account 

Allotment moneys received on £25,000 debentures allotted in full, £.31 |ier £ll>0 debenture 


41% Debentures Application and Allotment Account ... . Dr. 

To 41% Debentures First Instalment Account . 

Transfer of amounts overpaid on application towards amount payable on insialmenls on 
£15,000 allotted pro rata to applicants for £45,000 debentures, made up as follows ■ 

£31 pet £100 on £15.000 Debentures now due ... £4.6.50 

£20.£30,(KX) ,. not allotted. . . 6.000 


Overpayment carried forward .. .. ..£1.3.50 


41 % Debentures First Instalment Account. ... ... Dr. 

To 4} % Debentures Account . . . 

£25 per £100 debenture due on £40,000 Debentures. 


Cash . Dr. ! 

To 41 % Debentures First Instalment Account.i 

Balance due now received. I 


f t 

100,000 

60,000 

40.000 


1,200 

1 

1,200 

18,000 

18,000 

24,400 

20,000 

400 

4.000 

. 7,750 

7,750 

1,350 
' 1 

1 

1 

1 

1 

1.350 

1 

1 

1 

10,000 1 

i 

1 

10,000 

8,630 ! 

1 

8,650 


I 
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4i% Debentures Second Instalment Account 

To 4^% Debentures Account 

Final instalment of £25 per debenture now due. 


Dr. 

10,000 

10.000 

Cash . 

To 41 % Debentures Second Instalment Account 

Balance due now received. 


Dr. 

10.000 

lO.OtK) 

Sundry Debenture Holders 

To Cash 


Itr. 

41,200 

4I.2(K) 


Rc(leni|)Iion of £40.000 tlchcnlurcs al lOJ. 

Note.—T he premium on the new is.sue eouM be applied to»ai ds wiling ofl the premium payable on the debentures redeemed, 

the balance ol' the premium being written olT to Proht and Loss Account. 

§ 11. The purchase of a Business by a Limited Company 

As already explained in § 1 of this chapter, many advantages may stem from the ‘con¬ 
version’ of a private business into a limited company, one of the most important being 
the attribute of perpetual succession, which enables a member of a company to 
transfer his shares therein, or to transmit them by will on his death, without the 
constitution of the company or its financial resources being disturbed. 

The so-called ‘conversion’ may take the form of the transfer to a private company 
of the assets and goodwill of the business in consideration of the allotment of shares 
in the company, which the vendors of the business will continue to hold, and by means 
of which they will retain the control of the business. Alternatively, a public company 
may be formed for the purpose of acquiring the business, a common procedure being 
for a promoter or syndicate to purchase the business from the original owners, and 
then resell it to the company at a profit, the capital of the company being raised by 
public subscription. Or again, a public company may be formed to take over the 
business of a private company, the shareholders of the latter receiving shares or other 
interests in the public company in exchange for their existing holdings. 

In either case, the transactions to be recorded, from the new company's point of 
view, are the same, as will be seen hereunder. It by no means follows, however, that the 
assets acquired by the company will be taken into its books at the same valuations as 
those at which they stood in the books of the firm. Where a public issue of capital 
is made, a revaluation of all the fixed assets is usually undertaken, and frequently the 
vendors guarantee the payment of the book debts. In many cases the company 
assumes the trade liabilities as part of the purchase consideration. In others the 
company discharges the liabilities and collects the book debts as agents for the 
vendors, interest being charged or allowed, as the case may be, until a final settle¬ 
ment between the company and the vendors is effected. 

When the book debts are taken over by the company, they are usually acquired 
at their book values less an agreed percentage for bad and doubtful debts. Should the 
book debts realise more than the net amount at which they are taken over, the excess 
is strictly of the nature of a capital profit to the company. 

In addition to the purchase price of the tangible assets, a further sum is usually 
payable in respect of goodwill. A company making a public issue for the purpose of 
acquiring a business must state in the prospectus the amount of the purchase 
consideration attributable to goodwill. From the book-keeping point of view the 
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goodwill will be represented by the excess of the total amount of the purchase con¬ 
sideration over the value of the other assets acquired, less the amount of any liabilities 
assumed by the company. 

(a) Eatries in the purchasing company's books 

The entries in the company’s books necessary to record the purchase of the 
business are as follows: 

1. Debit the respective asset accounts with the assets acquired, and credit the 
liability accounts with the amounts of any liabilities taken over by the company, 
crediting the Vendor’s Account with the amount of the purchase consideration. If the 
total assets exceed the liabilities taken over plus the consideration, the balance is in the 
nature of a capital profit and should be credited to a Capital Reserve Account. If the 
liabilities plus the consideration exceed the amount of the total assets, the resulting 
debit balance is the price paid for goodwill and must be debited to Goodwill Account. 

2. Debit the Vendor’s Account and credit Share Capital Account, Debentures 
Account, Cash, etc., with the shares, debentures, cash, etc., issued or paid by the 
company in discharge of the purchase consideration. 

Some accountants prefer to pass the transactions relating to the purchase of the 
business through an account called ‘Purchase of Business Account’, which takes the 
place of the Vendor’s Account, being credited with the assets acquired and debited 
with the liabilities taken over and with the purchase consideration. 

Illustration (1) 

A company takes over the following assets and liabilities of a private business: 


Leasehold Property 
Plant and Machineiv 
Stock-In-Trade 
Sundry Debton 
Cash . 


Lrss Trade Creditors 


£ 

7,000 

3.000 

4,600 

3,000 

1,500 

i¥.Too 

2,100 

j’ £17,000 


The purchase consideration is £20,000, and is payable to the vendor as follows: 
£10,000 in ordinary shares of £1 each fully paid, £5,000 in 5 per cent, preference shares 
of £1 each fully paid, all issued at par, and the balance in cash. Show the opening journal 
entries in the books of the company. 

JOURNAL 


Sundries. 

To Sundries— 

Leasehold Property . 

Plant and Machinery . . 

Stock-In-Trade .. . 

Sundry Debtors .... ... 

Cash . . 

Goodwill. 

Sundry Creditors . 

Vendor (or Purchase of Business Account) . 

Being sun^y assets and liabilities taken over as per contract dated. 


Vendor (or Purchase of Business Account). 

To Sundries— 

Ordinary Share Capital—10,000 Shares of £1 each fully paid 
Preference Share Qipital—5,000 Shares of £1 each fully paid 

Cash. 

Being discharge of purchase consideration as per contract dated.. 


£ 

7,000 

•3,000 

4,600 

3,000 

1,500 

3,000 

£ 

2,100 

20,000 

£22,100 

£22,100 

£ 

£ 

20,000 



10,000 

■ 

5,000 


5,000 

£20,000 

£20,000 
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Note 

The amount debited to Goodwill Account is the excess of the amount of the purchase 
consideration, £20,000, over the total amount of the assets acquired, less the amount of the 
liabilities assumed, £17,000. 

Where the purchase consideration is less than the value at which the net assets 
stood in the books of the vendor, but the values of the assets taken over are correctly 
stated (as ascertained by revaluation), the surplus, instead of being treated in the 
company's books as a capital reserv-e. may be applied in writing down fixed assets to 
the level of the consideration. In no case should such surplus be distributed as a 
profit or credited to such an account as general reserve, which is a revenue reserve 
and may only be credited with amounts which are available for distribution. 

No account for goodwill should be raised in the company’s books unless goodwill 
is actually paid for, even though valuable goodwill may, in fact, be acquired. The 
absence of a Goodwill Account would merely indicate that no expenditure of capital 
has been incurred in acquiring this asset. 

Where a partnership business is transferred to a limited company some difficulty 
may be experienced in capitalising the company so as to ensure that the rights of the 
partners are preserved. If the capitals of the partners are in the same ratio as that in 
which profits are shared, the problem is simplified, as the allotment to the partners of 
ordinary shares in that ratio will preserve the relationship as nearly as possible. In the 
manycases, however, where thecapitals are not held in profit-sharing ratio, the problem 
is more complicated, particularly when the income tax position is borne in mind. 

The following example shows a typical problem of the latter description, with a 
suggestion for its solution. 

ninstration (2) 

A, B and C carried on business in jmrtnership. On 31st March their Balance Sheet was as 
follows: 

Capital Accounts- 
A 
B 
C 

S % Loan A 

Current Accounts 
A 
B 

Sundry Creditors 

£{!09.920 II 109,930 


49,000 

21,000 

10,000 


1,400 

700 


80,000 

10,000 


2,100 

17,820 


Goodwill . . . 

Freehold Premises at cost . 

I Plant and Machinery at cost, less depreciation 
I Furniture, etc., at cost less depreciation 

' Stock in Trade. 

I Sundry Debtors ... £8,000 

Less Bad Debt Provision 400 

Payments in Advance 
I Cash in Hand ... 

Current Account—C 


£ 

50,000 

22,000 

9,000 

300 

17,000 


7,600 

50 

3,420 

350 


It was decided to form a limited company to take over the business as from 1st November. 
You are consulted by A, B and C as to the terms of the transfer and the rights of the partners 
in the company, having regard to the following information: 

(a) The partners are entitled to interest at 6 per cent, per annum on their Capital Accounts, 
but no interest is charged or allowed on Current Accounts or on additions to capital. 

(b) C is entitled to a salary of £1,000 per annum. 

(c) Profits are shared in the ratio 5:3:2. 

(d) It is desired to retain their respective rights in capital and profits as nearly as possible. 
<e) A*s loan is not to be repaid, but his rights in respect thereof are to remain similar to 
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those he now enjoys, as nearly as may be practicable, having regard to the fact that he 
is to be allotted shares therefor. 

(f) Current Accounts are to be cleared by cash payments. 

(g) The assets, other than goodwill, are taken over at book values. Goodwill is revalued at 
£30,000. 

(h) The partners wish to have the benefit of the maximum earned income allowance for 
income tax purposes. 

(/) The average profits of the business before charging partners’ salaries, interest on loan 
or interest on capital, may be taken to be £15,000. 

Draft proposals for carrying the scheme into effect, and show the initial balance sheet 
of the company after giving effect thereto, taking the preliminary expenses at £1,200. 

SUGGtSTED SCHEME 

1. The capitals of the partners in the business are not in proportion to their shares in 
profits and losses, with the result that if there were a heavy loss on realisation of the assets, 
some cash adjustment might be necessary between the partners. In order lo retain a similar 
position in the proposed company, the adjustments mentioned in paragraph 3 hereunder 
are recommended. 

2. The Capital Accounts, after writing down the goodwill, will be as follows :— 



A 

B 

C 

Total 


£ 

£ 

£ 

£ 

Existing Capitals 

49,000 

21,000 

10,000 

80,000 

Deduct Reduction in value of 
Goodwill in profit-sharing ratio 
(5:3:2) . 

10,000 

6,000 

4,000 

20,000 

Adjusted Capitals . 

£39,000 

£15,000 

£6,000 

£60,000 

Capital per unit of profit 

£7,800 

£5,000 

£3,000 



3. C has the smallest capital in relation to his share of profit. If the capitals of A and B 
per unit of profit were the same as that of C the total capital would be £30,000, and the 
relative excess capitals would be as follows; 



A 

B 

c 


£ 

£ 

£ 

Capitals as above 

39,000 

15,000 

6,000 

Less Capitals in the profit- 
sharing ratio 

15,000 

9,000 

6,000 

Surplus capital held by A and B 




over C 

24,000 

6,000 


As between A and B profits are 
divided in the proportion of 

5: 3, and the surpluses per unit 
of profit are A, £4,800; B, £2,000 
If A's surplus capital per unit of 
profit were the same as B’s the 
surpluses would be .. 

10,000 

6,000 



A’s absolute surplus capital over 
that of B and C is therefore ... £14,000 
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In the event of a winding-up, therefore, A should receive out of the realisation of the 
assets £14,000 before B and C are repaid anything. The next £16,000 should be shared by 
A and B in the ratio of 5 : 3, and the balance by A, B and C in their profit-sharing ratio. 

4. To achieve the desired result, the scheme must embody the following principles: 

(a) In order that the ultimate net profit shall continue to be shared in the proportions 
of 5 : 3 :2, ordinary shares must be issued to the partners in those proportions in respect 
of that part of their capital which is in their profit-sharing ratio; i.e., £15,000, £9,000 and 
£6,000 respectively. 

(b) To equate the rights of the partners as to interest on capital, two classes of pre¬ 
ference shares must be issued for the balance of the respw:tivc capitals: ‘A’ shares to A 
for his £14,000 absolute surplus, and ‘B’ shares (ranking after the ‘A’ shares) to A and B 
for £10,000 and £6,000 respectively. If deemed desirable, these shares may carry a fixed 
rate of dividend of 6%, but it is suggested that they carry no interest, this being adjusted 
for as explained hereunder. 

(c) 10,000 5 % cumulative redeemable preference shares of £1 each to be issued to A in 
respect of his loan, such shares to have priority over all other classes of shares as to 
dividend and as to repayment of capital in the event of liquidation. 

(cl) None of the above preference shares are to be entitled to share in any surplus of 
assets remaining after the repayment of share capital on a winding-up. but all arrears of 
preference dividend due on such shares to be paid off before repaying capital. 

(e) The ordinary shares to rank for dividend and repayment of capital after the pref¬ 
erence shares, and to carry the right to any surplus of assets on a winding-up. 

(/) C to receive a salary of £1,000 per annum. 

(g) Directors’ emoluments, payable out of the profits remaining after providing for the 5 % 
preference dividend and C's salary^ to be paid to A, B, and C, of an amount sufficient to 
enable each partner to obtain the maximum earned income allowance where the profits 
are sufficient for that purpose. In respect of the former interest on excess capital, A must 
receive fees of £1,440, and B £360, being 6% on their respective excesses over the capital 
of C. The balance could be voted as salaries in proportion to the ordinary shareholdings, 
viz.. A, five-tenths; B, three-tenths; and C, two-tenths. 

5. The distribution of profits in the partnership and the company respectively is illustrated 
by the following statements: 

Profits assumed £15,000. 


Partnership. 

i A. 

B. 

C. 

Company. 

A. 

B. , 

c. 


£ 

£ 

£ 


. £ 

£ 

£ 

Loan Inicrcsi 

.500 



5?: Preference Shares Dividend 

.500 1 



Interest on Cap'lal— 




Salary . 


i 

1,000 

6%on£3«).000 

2..340 



Director's Fees . 

I 1,440 

360 

— 

6% on £13.000 


900 


Balance as Salaries in proportion.s 

' 1 



6% on £6,000 



360 

or5:3:2 ... 

, 5,850 i 

3.510 1 

2,340 

Salary, C. .. 



l,0(X) 


1 

j 


Balance 5:3:2 .. 

4,950 

2 970 . 

1.980 1 

1 





£7,790 

£3.870 , 

£3,340 


£7,790 1 

£3,870 

£3,340 


It will thus be seen that the division of profits is identical in both cases, whilst the priorities 
as to repayment of capital are preserved, and the maximum available earned income allow¬ 
ance is obtained for all partners, no dividend being paid on any of the capital other than the 
redeemable preference shares. 
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A B & C LTD 

BALANCE SHEET as at 1st April 




1 

£ 

I £ ‘ 


i : 

£ 

£ 

Share Capital— r 

Authorise luued and Fully Paid— i 

10,000 5% Cumulative Redeemable \ 

Piefeience Sbarea of £1 each.| 

10,000 

1 , 

1 '' 

Fixed Assets— 

Goodwill at cost 

Freehold Premises at cost 

Plant and Machinery at coal 

1 

30,000 

22,000 

9,000 


14,000 * A' Preference Shares of £1 : 

each .1 

16,000 ‘ B' Preference Shares of £1 each ; 
30,000 Ordinary Shares of £1 each | 

14,000 

16,000 

30,000 


Furniture, etc,, at cost 

Current Assets— 

Stock-in>Trade. 


SOO 

17,000 

1 

i 61,500 

1 

1 

Sundry Creditors . i 

70,000 ■; 
17,820 

i li 

£87,820 ' 

Sundry Debtors 

Less Bad Debt Provision 

Payments in Advance 

Cash in Hand. 

Preliminary Expenses 

. 8,000 > 
400 ' 

7,600 

50 

470 

] 

25,120 
j 1,200 

£87,820 


II 


Note 

Owing to the limitation of liability, it is impossible to provide entirely for the position 
which might arise in the event of the company proving unsuccessful, e.g., in a partnership 
a partner’s capital account may become in debit on dissolution, and he would have to 
introduce cash, whereas in a company a member cannot be called upon to contribute more 
than the amount (if any) unpaid on his shares. 

The following illustration shows the effect on the books of the firm of the con¬ 
version of a private firm into a limited company, and also the entries in the books of 
the company: 


Dlustnition (3) 

The X Company, Limited, was formed to purchase the business of A and B, who share 
profits, two-thirds and one-third respectively, and whose balance sheet was as follows: 


BALANCE SHEET 
A AND B 


£17,000 


Creditors . 


2,700 

Goodwill . 


1,000 

Bills Payable 


900 

Freehold Property . 


5,000 

Loan Account 


400 

Plant and Machinery. 


2,500 

Capitals— 



Stock . 


3,000 

A .. 

. £8,000 i 


Debtors. 

' . £3.100 ' 


B . 

. 5,000 , 


Less Provision for Bad Debts 

... 200 j 



- j 

13,000 


- ' 

2,900 


1 


Bills Receivable . 

.. 1 

800 




Investments . 

>•• 1 e« * 

600 


i 


Cash .... 

1 

1.200 


£17.000 


The company takes over the assets at book value, with the exception of the freehold 
property, which is taken over at £6,000. The investments are retained by the firm, and sold 
by them for £450. They also di«;harge the loan of £4(X), but the company takes over the 
remaining liabilities. 

The purchase consideration for the net assets taken over is fixed at £18,950, payable as 
follows ; £9,500 5 per cent, debentures, 7,600 fully paid ordinary shares of £1 each, both 
at par, and the balance in cash. A and B agree to divide the assets forming the purchase con¬ 
sideration in proportion to the balances standing to the credit of their respective capital 
accounts, after the adjustments rendered necessary by the sale of the business and invest¬ 
ments have been completed. 

Show the ledger accounts closing the firm’s books, and the journal entries opening the 
company’s books. 
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FIRM’S BOOKS 
REALISATION ACCOUNT 



1 £ 

1 

£ 

Freehold Property. 

. 5.000 

1 Creditors . . 

2,700 

Plant and Machinery 

2,500 

1 Bills Pavahle . 

900 

Goodwill . 

.i 1,000 

Provision for Bad Debts. 

200 

Stock . 

. 3,000 

1 X Co. Ltd. . 

18,930 

Debtors . 

.i 3,100 



Bills Receivable . 

. 800 

I 


Cash. 

. ! 1,200 

' 


Loss on Investments 

. 150 

[ 


Balance, being profit on rtalisation c/d ... | 6,000 

i 



£22,750 


£22.7.50 


£ 


£ 

Capital Accounts :— 


Balance b/d. 

6,000 

A two-thirds 

. 4.000 



Bone-third 

. : 2,000 




£6.000 


£6,000 


X COMPANY LTD. 



£ 

' 

£ 

Realisation Account 

18.950 , 

Debentures. 

9.500 



Ordinary Shares ... . 

7,600 



Casii 

1.850 


jtijwo 1 


£18,950 

i : 

DEBENTURES 1 

[N X CO, LTD. 



£ ' 


£ 

X Co. Ltd. 

9.500 

A Capital Account . 

6,000 


j 

B . 

3.500 


£9,500 


£9,500 

! i! 

ORDINARY SHARES IN X CO. LTD. 



£ 


£ 

X Co. Ltd. . 

7,600 I 

A Capital Account 

4,800 


1 

B M „ 

2,80) 


£7,600 1 


£7,600 

. 

J 

A CAPITAL 

ACCOUNT 



£ 



Balance c/d.... ... 

12,000 ; 

Balance b/f. . . 

8,000 


1 

Profit on Realisation . 

4,000 


£12,000 I 


£12,000 


£ 


£ 

Debentures in X Co. Ltd.— 


Balance b/d . 

12,000 

twelve-nineteenths of £9,500 

6.000 



Shares in X Co. Ltd.— 

! 



twelve-nineteenths of £7,600 . 

4,800 1 



Cash— 




twelve-nineteenths of £1,900 . 

1,200 


■ ... -- 


£12,000 


£12,000 
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B CAPITAL ACCOUNT 



£ 

' 

£ 

Kdlarice c/d. ... 

7,000 

Balance b/f. 

5,000 

Profit on Realisation 

2,000 


£7,000 

' 

£7,000 

Debentures in X Co. Ltd. - 

£ 


£ 

scven-ninclecnihs of £9,500 
Shares in X Co Ltd.— 

3,500 

Balance b/d 

7 000 

seven-nineteenths of £7,600 
Cash- - 

2,800 



scseii-nineieenths of £1,900 

700 




£7,000 


£7.0tK) 


CASH BOOK 


£ £ 

X Co. Ltd. . 1,850 Loan Account 4(M) 

Investnirnts . 4.50 Balance c/d. 1.900 


£’,300 £’.300 


£ 1 
Balance b/d. I,9(K) A Capital Accotiiii 1,200 

B „ . 700 


£1.900 £1,900 


INVESTMENTS 


£ £ 
Balance c/f. .. 600 Cush ... 450 

I Realisation Account -loss 150 

£600 f I £f4K) 


Cash 


LOAN 


£ 

400 Balance b.'f 


£ 

400 


X COMPANY LTD.’S BOOKS 
JOURNAL 


Sundries. 

To Sundriv'S— 

Crrehold Proiiertv 
Plant and Machinery 

Stock . 

Debtors 

Bills Receivable ... 

Cash ... .... 

Goodwill .... 

Creditors . 

Bills Payable 

Provision for Bad Debts 

Vendors (or Purcha.se of Busines Account) 


BeinR sundry as.sets and liabilities taken over as per contract dated 


Dr. 


6,000 
■2.500 
.3.000 
3 too 
800 
1,200 
6,150 


£22,750 


2,700 

900 

200 

18,950 

inJso' 


Note 

The amount debited to Goodwill Account is the difference between the total of the assets, 
less the liabilities taken over, and the purchase consideration payable to the vendors. 
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Vendors (or Purchase of Business AccounO .Dr. IH,950 

To Sundries— 

Ordinary Share Capital ... ... 7,600 

Debentures. ... 9,500 

Cash . . ... 1,850 


£18.950 £18,950 


Beinp 7,600 ordinary shares of £1 each, and £<».<00 5“„ debentures issued fully paid, and 
cash paid in settlement of purchase consideration as per contract dated . 


Sometimes a company on acquiring a business docs not take over the book debts 
and liabilities of the vendor, but collects the book debts and pays the liabilities out of 
the proceeds thereof, accounting to the vendor for the balance. In such a case the com¬ 
pany should provide special columns in its cash book, into which receipts from 
debtors and payments to creditors made on behalf of the vendor are entered, and 
from which they are posted to the personal accounts of the vendor’s debtors and 
creditors. These postings, however, form no part of the double entry from the point 
view of the company, since the accounts to which the amounts are posted are not in 
the company’s ledgers. The double entry in the company's books in respect of these 
transactions is completed by posting periodically the totals of the receipts and pay¬ 
ments made on behalf of the vendor to the credit and debit respectively of the 
Vendor’s Account. If the company wishes to continue to use the old debtors' and 
creditors’ accounts, a line should be ruled across each account some distance below 
the last entry prior to the transfer, and the company’s own transactions should be 
entered below this line, in order that the debts owing to and by the company may not 
be confused with those owing to and by the vendor. 

If, however, the company carries on the old debtors and creditors accounts 
without a break, suspense accounts should be opened to provide contras in the 
company’s books for the amounts of the debtors and creditors of the vendor. Thus, in 
the illustration given below, since by continuing to operate upon the vendor’s 
debtors and creditors accounts, the ledgers contain assets of £5,400 and liabilities of 
£3,700 which do not belong to the company, a Debtors Suspense Account must be 
credited with £5.400 and a Creditors Suspense Account debited with £3,700 to 
counterbalance these items. Periodically transfers are made from these suspense ac¬ 
counts to the Vendor’s Account of amounts equal to the sums collected from debtors 
and paid to creditors respectively on behalf of the vendor. The amounts of any of the 
vendor’s debtors which are written off as bad must be transferred from the company’s 
Bad Debts Account to the debit of the Debtors Suspense Account, whilst discounts 
allowed and received in respect of the vendor’s debtors and creditors must be 
transferred from the company’s Discount Accounts to the appropriate suspense 
accounts. 

Any balances remaining on the suspense accounts when the company prepares its 
balance sheet represent the amounts of the debtors and creditors applicable to the 
vendor still appearing in the company’s books, and must be deducted from the totals 
of the debtors and creditors r^pectively to arrive at the figures to be shown in the 
company’s balance sheet. 
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niustration (4) 

On 1st January YZ Ltd. acquired the business of X, talcing over all the assets with the 
exception of the book debts, which it undertook to collect on behalf of X, and out of the 
proceeds pay the liabilities owing at the date of the transfer. At that date the book debts 
amounted to £5,400 and the liabilities to £3,700. 

The company continued to operate on the old debtors and creditors accounts without 
a break, and at the following 31st December the total of the book debts amounted to 
£6,200, of which £400 represented debts owing to X, whilst the total creditors were £5,300, 
the whole of X’s liabilities having been discharged. During the year the company had written 
off £700 debts as bad, of which £300 was in respect of X’s debtors. Discounts allowed by the 
company during the year amounted to £680, of which £185 was allowed to X’s debtors. 
Discounts allowed to the company amounted to £1,400 of which £104 was in respect of 
pre-transfer liabilities. 

Show the relevant ledger accounts in the company’s books. 

TOTAL DEBTORS ACCOUNT 




i £ i 

Dec. 31 

Balance 

.j 6,200 , ! 


TOTAL CREDITORS ACCOUNT 


i ' ' t 

I. Dec. 31 I Balance . . 3.300 

X’s DEBTORS SUSPENSE ACCOUNT 


Dec. 31 


Bad Debts Account 
Discounts Allowed Account 
X's Account --Cash collected 
Balance c/d. . 


£ 

1 300 J-in. 

185 ' 

4,515 

400 

I- 

; £5.400 


£ 

Balance— 

Debts not taken over from X . 5,400 


£5,400 


Jan. I Balance b/d. ... 400 


X .s CREDITORS SUSPENSE ACCOUNT 


Jan. 


£ I 

Balance— Dec. 31 

Liabilities not taken over from X . 3,7(X) 

I £3.700 


Discounts Received Account 104 

X’s Account —Cash paid.i 3,596 

£3,700 


X’s ACCOUNT 


Dec 31 


I £ 

X's Creditors Suspense Account— ! | Dec 31 

Cosh paid to Creditors . . 3,596 | 

Balance c/d. ... .| 919 


£4,515 


X’s Debtors Suspentie Account— 
Cash received from Debtors ... 


£ 

4.515 


£4,515 


i' Jan I Balance b/d. 


919 


BAI5 DEBTS ACCOUNTS 



1 

i £ 

1 


£ 

Dec. 31 

Sundry Debtors—Debts written off 1 700 

1 

1 Dec. 31 

1 

i 

X’s Debtors Suspense Account- 
Amounts applicable to X’s 

debtors . 

Profit and Loss Account 

300 

400 


1 £700 



£700 
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Dec. .M I 
I 


: 

Dec. 31 i 


Note 

As a result of the above entries there will appear in the company’s balance sheet a 
liability to X of £919, whilst the sundry debtors will be £5,800, viz,, £6,200, less the credit 
balance of £400 carried down in the Debtors Suspense Account. The bad debts and discounts 
transferred to the company’s Profit and Loss Account are reduced by the amounts trans¬ 
ferred to the suspense accounts, and thus borne by the vendor. 

(b) Apportionment of Profit or I.iO$s prior to Incorporation 

In view of the inconvenience that would be caused by an additional stock-taking 
and the balancing off of the books when a company is formed to take over 
an existing business, it is common to ante-date the purchase to the date of the last 
balance sheet, i.e., for the company to take over the business as from a date prior to its 
incorporation. In such an event any profits earned prior to the date of incorporation 
cannot be regarded as available for dividend, but are of a capital nature, since the 
company cannot earn profits before it comes into existence. In fact, such profits 
merely increase the net assets acquired by the company on its formation and come 
to it as capital, not revenue. When the vendor is not entitled to take such profits 
himself, he is usually paid interest on the purchase consideration from the date as from 
which the business was taken over to the dale on which the purchase consideration is 
discharged. The interest payable to the vendor for the period from the date of taking 
over the business to the date of incorporation of the company should be charged 
against the profits earned during that period, any interest payable in respect of any 
period after the date of incorporation being charged to Profit and Loss Account. The 
remaining balance of profits earned prior to incorporation (if any) should either be 
credited to the Goodwill Account, or, if there is no Goodwill Account, applied in 
writing down some other asset which is deemed to be over-valued, or carried forward 
as a capital reserve not available for distribution. 

If stock is not taken at the date of incorporation, and consequently the profits 
prior to that date cannot be ascertained exactly, it is usual to arrive at the profits 
applicable to the period either by apportioning the profits for the whole accounting 
period on a time basis, or in proportion to the turnover of the periods prior to and 
after incorporation respectively, or by a combination of these methods. 
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Sundry Debtors— 
Discounts Allowed 


£ 

680 

£680 


I 


t3ec 31 X's Debtors Suspense Account— 
Discounts allowed to X’s debtors 
Profit end Loss Account 


DISCOUNTS RECEIVED ACCOUNT 


183 

493 


£680 


X’s Creditors Suspense Account— 
Discounts received in respect of 

X’s liabilities. 

Profit and Loss Account 


104 

1 . 2 % 

£1.400 


Dec. 31 


Sundry Creditor> Accounts 
Discounts Received 


£ 

1,400 

£1.400 
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Obviously, since no business can be expected to earn its profits evenly week by 
week, neither the time method nor the turnover basis may be entirely satisfactory. 
The most equitable method is normally to apportion the gross profit on the basis of 
the turnover, and the expenses on their respective merits, those varying with turnover 
being apportioned on that basis, and those which do not vary with the turnover 
being apportioned by reference to time. 

In apportioning the profits it should be remembered that any expenditure which 
relates solely to the company must be charged against the profits applicable to the 
period subsequent to the dale of incorporation. This would apply to directors’ fees, 
debenture interest and other similar expenditure. On the other hand, any expense 
wholly applicable to the period prior to incorporation, e.g., vendors’ salaries, should 
be charged accordingly. 

Any contracts entered into by a public company prior to the issue of the certificate 
entitling it to commence business are provisional only, but on the issue of that certi¬ 
ficate they become binding according to their terms (s. 109 (4)), i.e., they are ratified. 
The date of division in such cases would therefore still be the date of incorporation. 

If it is found that a loss has been sustained during the accounting period the 
following alternative courses are open: 

1. To make no apportionment at all, but to carry forward the total loss for the 
whole period to be written off out of subsequent profits. This is the most conservative 
course. 

2. To debit the amount of the pre-incorporation loss to Goodwill Account. The 
justification for this treatment is that a loss incurred between the date as from which 
the business is taken over and the date of incorporation of the company reduces the 
net assets acquired at the date of incorporation, and thus increases the price paid for 
goodwill. 

3. To debit the loss prior to incorporation to a suspense account, which can be 
subsequently written off as circumstances permit, in the same way as other fictitious 
assets. 

niustration (1) 

The A B Co., Ltd., was formed on 1st April to take over the business formerly carried 
on by Messrs. Brown & Smith as from 1st January. It was agreed that all profits made 
subsequently to this latter date should belong to the company, but that interest on the 
purchase consideration (£50,000), at the rate of 6% per annum, should be paid to the 
vendors until the final settlement, which took place on 1st June. 

The following was the Profit and Loss Account as prepared at 31st December, for the 
year ending on that date: 


Expenses of Managcinent 

£ 

3.050 

Gross Tradinit Profit 

Bad Debts 

Directors’ Fees .. 

200 


1,000 


Interest to Vendors 

1,250 


Preliminary F.xpenses, amount written off . 

500 


Depreciation . . 

1,000 


Balance beinft net Profit .. 

I3,(KX) 

1 



£20.000 


£20,000 
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It was found that of the bad debts written off, £100 related to debts taken over by the 
company. 

Apportion the profit earned as between the periods prior and subsequent to the date of 
incorporation, assuming the turnover to be spread evenly over the year. 

£ 


Net Profits ... 

13,000 

Add- 


Bad Debts 

200 

Directors’ Fees ... 

1,000 

Interest to Vendors 

1,250 

Preliminary Expenses 

500 


£15,950 




Prior to 


Subsequent to 



Incorporation 


Incoiporation. 



£ 


£ 

Share of Profits one-quatter of £15,950 


3,987 



three-quarters of £15,950 




11,901 

Less Bad Debts . 

£100 


£I(K) 


Directors' Fees 



l,0(Kt 


Interest to Vendors 

750 


500 


Preliminary Expenses 


1 

500 



■- 

850 

— 

2,100 



£3,137 


£9,863 


Note 

The amount of £3,137 should be treated as a capital profit not available for 
dividend. It has been arrived at after charging the loss of £100 in respect of the diminished 
value of the book debts taken over. The preliminary expenses have been written off against 
the profits subsequent to incorporation, but it would have been quite in order to have 
charged them against the capital reserve represented by the profit prior to incorporation. 

Illustration (2) 

A company was formed to take over a business as from 1st January, but was not incor¬ 
porated until 30th April. The turnover for the year to 31st December was £20,000, of 
which £4,000 was prior to 30th April. 

PROFIT AND 1.0SS ACCOUNT for the Year ended 31st December 


' Prior to 

iSubsequent i 

Prior to .Subsequent 

iRatio. Incorpor- 

, to Incor- i| 

1 Ratio., Iiicitrpiir- : to Incor- 

1 ation 

I poration. ' 

alion. ' poration. 

£ 

£ 

£ £ 


Rent, Rules and other stand¬ 




tiross Profit b/d. 

1 ;4 1,500 

6,000 

ing charges 

Travellers'Commission 

1 :2 

1,200 

2,400 




1 :4 

40 

160 . 




Discounts 

1 :4 

30 

120 




Directors' Fees 

Interest on Purchase con¬ 


— 

250 




sideration ... 

— 

200 

! 50 , 




Net Profit to Capital Reserve 

— 

30 

. — 




Appropriation Account 

— 

— 

' 3,020 , 


, 




£1,500 

. £6.000- 


1 £1.500 

£6,000 


Notes 

1. The ratio of turnover is 4,000 :16,000 = 4 :16 or 1 :4. The time ratio is four months 
to eight months =1:2. 

2. Standing charges continue irrespective of turnover, and are apportioned on a time 

b^is. 



254 BOOK-KEEPING AND ACCOUNTS [Chap. VIII 

3. Travellers’ commission and discounts vary with turnover. Strictly, they may vary 
with the turnover of a period ending earlier than 31st December, owing to the lag in 
payment, but the turnover of the period is sufficiently accurate for practical purposes unless 
the items are very large in amount. 

4. Directors’ fees do not require apportionment. 

5. Interest on the purchase consideration is apportioned according to the time during 
which it accrued. 

In some instances where a private business is transferred to a company formed for 
the purpose of its acquisition, it is found that no entries relating to the transfer have 
been made at the time, the books of the business being carried on without a break 
until the usual or the new accounting date. Adjustments are therefore necessary to 
give effect to the true position for the purposes of the final accounts. 


Illustration (3) 

The following is the Trial Balance of A Ltd. on 31st December; 


A—Capital Account 
Sundry Fixed Assets 

Debtors. 

Stock . 

Cash .. . 

Sundry Liabilities 
Profit and Loss Account 


£ 

' 8,000 
10,000 

' 12,000 

2,000 

£ 

20,000 

i 

j 

8,000 

' 

i 4,000 

£32,000 

£32,000 


It is ascertained that on the preceding 1st March the business had been transferred to a 
limited company as from 1st January in consideration of £6,000 cash and £24,000 shares, 
the company taking over all the assets and liabilities at their book value. No entries relating 
to the transfer had been made in the books, nor had any entries been made in A’s Capital 
Account since 1st January, except that he had been debited with the £6,000 cash paid to 
him as part of the purchase consideration. 

A’s Capital Account at the end of the year stands at £20,000, after having been debited 
with the £6,000 cash forming part of the purchase consideration, hence his capital at the 
beginning of the year was £26,000 and this was the amount of the assets, less liabilities, as at 
1st January, taken over by the company. If the company had opened a new set of books 
at that date, the opening journal entries would have been— 

COMPANY’S JOURNAL 



1 


, £ 

Sundry Net Assets . 

Dr. ; 

26,000 ! 


Goodwill Account . . 


4,000 1 


To Vendor—A 


1 

1 

30,000 

Vendor—A . 

Or. ' 

30,000 1 


To Cash . 

. .. ... 1 

1 

6,000 

„ Share Capital Account. 

. .. i 

1 

24,000 


Since, instead of opening a new set of books, the company has continued to operate 
upon the existing asset and liability accounts, A’s Capital Account can be treated as the 
Vendor’s Account, the balance on which at the commencement of the year, £26,000, 
represents the credit for the net assets taken over from him. A has already received, and 
b^n debited with, £6,000 of the purchase consideration and the only entries now necessary 
to put the books in order are as follows ; 
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Goodwill Account ... . 

... Dr. 

£ ; 
4,000 

£ 

To A. 


4,000 

A . 

Dr. 

24,000 


To Share Capital Account. 

Purchase of goodwill and discharge of balance 
consideration. 

of purchase 

24,000 


If any adjustment in the book value of the assets is to be made, the amount of each such 
adjustment will be debited or credited to the particular asset account, and credited or 
debited to A’s Capital Account. The effect will merely be to increase or decrease the balance 
of A’s Account to be transferred to Goodwill Account. 

As already mentioned, it is quite common, on the sale of a private business to a 
company, for the vendor to retain the book debts and to pay off the creditors, thus 
saving stamp duty on the transfer. In such cases, the company usually collects the 
book debts and discharges the creditors as the vendor’s agent. Where the book debts 
and liabilities of the vendor are not taken over by the company, the balance of the 
vendor’s capital account at the date as from which the business is transferred does 
not represent the net assets taken over by the company under the agreement until the 
debtors and creditors at that date have been eliminated therefrom. Strictly, therefore, 
the vendor’s account should be debited and the various debtors’ accounts credited 
with the amount of the sundry debtors at the date of the transfer of the business; and 
the sundry creditors’ accounts debited and the vendor’s account credited with the 
liabilities not taken over by the company, in order to eliminate from the company’s 
books assets and liabilities not taken over. As the amounts are collected from debtors 
and paid to creditors,they would be debited and credited respectively to the cash book, 
and credited and debited respectively to the vendor’s account, the balance of which 
would then represent the balance to be accounted for by the company to the vendor, 
or vice versa. Possibly, in practice, only differences would be adjusted, but great care 
must be taken, if such a short cut is adopted, to ensure that the final result is accurate. 

If the company has continued to post to the old debtors’ and creditors* accounts 
as if no change had taken place, the actual personal accounts of debtors and creditors 
will have been credited and debited during the period following the transfer with the 
cash received and paid by the company respectively, and the above entries will not 
be practicable. It is then necessary to create suspense accounts, as indicated below. 

Uliistration (4) 

Assume that in Illustration (3) the debtors and creditors amounting on 1st January to 
£8,000 and £6,000 respectively, were not taken over by the company, but were collected 
and paid by them as agent for the vendor, and that the old accounts were continued by the 
company without a break, the debts being collected during the year, subject to discounts of 
£400, and the creditors paid, subject to discounts of £150. 

COMPANY’S JOURNAL 


A’t Account . 

To Debton’ Suspense Account 


Dr. 


£ 

8,000 


£ 


8,000 


Creditors' Suspense Account. 

To A’s Account . 

Adjusting debtors and creditors not taken over. 



6,000 


6,000 
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The above entries reduce the credit on A’s account to £18,000 and thereby increase the 
price paid for goodwill to £6,000. 

At the end of the period, when the amounts collected from debtors and paid to creditors 
have been ascertained, the following further entries will be necessary : 


£ £ 


Debtors Suspense Account 

Dr. , 

8.ooa 


To A's Account 



7,600 

Discount Allowed Account 

Debts collected and discounts allowed on behalf of vendor. 



400 

A's Account 

Dr. 

5.8.50 


Discount Received Account 


150 


To Creditors Suspense Account 



6.000 


l.iabilitieii paid and discounts received on beliulf of vendor. 


A’s Aixount will then be closed by the payment to him of £1,750 cash, being the excess 
of receipts over payments. It will be seen that by the above entries the discounts allowed 
and received respectively on behalf of the vendor have been eliminated from the company’s 
discount accounts, but the personal accounts of the debtors and creditors are not affected. 

Dlustration (5) 

XY, the proprietor of a business, wishing to realise part of his capital, decided to convert 
his business into a limited company as from 1st January, and invite his friends to take up 
shares. 

The company was duly incorporated on 1st February, on which date 9,000 shares of £1 
each were issued for cash, XY retaining the remaining 1,000 shares as part consideration. 

Out of the proceeds of the issue, XY was paid £7,000 as the balance of the purchase 
price and £750 for outlays incurred by him connected with the company’s incorporation. 

XY agreed to be manager of the company, as from 1st January, at a salary of £500 per 
annum. 

It was not considered necessary to open up a new set of books and accounts. 

The Trial Balance, before adjustment, at 31st December is as follows : 



i 

£ 

Capital Account (X\ ) 

1,250 


New Company Account (XY & Co. Ltd.) 


9,000 

Sales 

i 

30,000 

Stuck Account 

22,900 


Wages and Salaries 

2,750 1 


Other Expenses 

2,500 


Bad Debts written oif during year 

175 


Sundry Creditors 


3,325 

Sundry Debtors 

5,000 


Property 

6.000 1 


Cash on hand and in Bank 

1.750 1 



- 1 - 

£42,325 ! £“12.325 


XY has not been credited with salary to date nor has he received anything on account. 
Interest on the purchase price at 5 per cent., falls to be credited to him as from 1st January 
to the date of settlement. The Stock at 31st December is valued at £400. 

A re-valuation at 1st January showed that the property was worth £6,500, and that 
£250 of the debts were doubtful or bad. Against the latter it was agr^ to provide £200. 

Actually only debts to the value of £100 have proved to be bad, the balance having been 
collected by the company. 

XY’s capital at 1st January was £6,500. 

Prepare Balance Sheet of XY & Co. Ltd. as at 31st December with relative Profit and 
Loss Account to that date, giving effect to the adjustments necessary, but yet unrecorded, 
on account of the change of ownership. Ignore income tax. 
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TRADING AND PROFIT AND LOSS ACCOUNT 

For the Year ended 31st December, 19 ... 


Stock Account 
Leu Stock in Hand 

Gross Profit c/d. 


£ 

£22,900>', Sales ... 

400 I 

- 22.500 

. . 7,500 


£50.000 


£ 

30,000 


£30,000 


Wages and Salaries . . 
Manager's Salary 
Other Expenses 

Bad Debts . 

Net Profit c/d. 


£ 

2.750 Gross Profit b/d. 

51K) 

75 

1,675 


£7.500 


£ 

7.500 


£7,500 


£ 

Interest on purchase price at on 

£8,000 prior to incorporation, I month '■ 34 

Net Profit prior to incorporation carried I 
to Capital Reserve ... ... | 106 

Net Profit carried forward ... 1,535 

j £ll675 


Net Profit b/d.-- 

Prior to Incorporation, I month 
After Incorporation, 11 months 


£ 

140 

1,535 


£1.675 


XY LTD, Balance Sheet as at 31st December, 19 . . 


£ 

Share Capital, authorised, issued and fully 

paid ... ... . . I 10,000 

Ctmitai Reserve— i 

Profits prior to Incorporation £106 ; 

Balance of Bad Debt Provision on I 

debts taken over 100 j 

Deducted contra from Goodwill £206 \ 


Profit and Loss Account 


Sundry Creditors 
XY—Salary and Intere'.t 


1.535 , 

11,535 I: 

3.325 

534 


£15,394 


Fixed Assets :— ‘ f i £ 

Goodwill ... £1,200 

Less Capital Reserve per ' 

contra . ... 206 [ I 


Property at cost . 

9*i4 

6 ,soo : 


.... 

7,494 

Current Auets :— 


Stock . 

400 


Debtors 

5,000 1 


Cash on hand and in Bank 

1,7.50 1 


Preliminary Expenses 

7,150 

750 


1 

' i. 

£15,394 


Notes 

(1) The account of XY will be adjusted as follows: 

XY (Vendor) 


Feb. I Cash .; 7.750 Jan. I I 

I ,1 Dec. 31 


£7,750 


Balance b/d.1 

Share Capital Account—Shares ' 

1,250 

Dec. 31 

issued as part consideration ! 

1,000 , 


Bad Detit Provision .1 

200 1 



il 


£2,450 


Balance (capital) . 

Balance c/d. (as per Trial 
Balance) . 


Property Account—Increase in 

value . 

Preliminary Expense Account 
amounts paid by XY 
Balance, being cost of Good* 
will debited to Goodwill 
Account . 


£ 

6,500 


1,250 


£7,750 


500 

750 

1,200 

£2,450 


( 2 ) 


PROVISION FOR BAD DEBTS ACCOUNT 


Bad Debts written off . 

Balance—excessive Provision transferred to 
. Capital Reserve . 


100 1 1 XY—Provision created at acquisition of 

business . 

100 I 


£ 

200 


I 
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By debiting £100 of the bad debts written off against the provision for bad debts, only 
£75 remains to be debited to Profit and Loss Account as representing bad debts incurred 
by the company. The balance of the provision for bad debts taken over from the vendor 
may now be treated as a capital reserve and deducted from the cost of goodwill. 

(3) In the absence of information as to the incidence of sales, the gross profit and the 
Profit and Loss Account items have all been apportioned between the periods prior to and 
after incorporation on a time basis. Strictly the gross profit and other items varying with 
turnover should be apportioned on the basis of turnover. 

Illustration (6) 

Ernest Dundas and Arthur Banbury were in partnership as Ernest Dundas & Co., 
sharing profits and losses as 20 to 17. 

Accounts were prepared and the books closed off as at 31st Deeember, 19... 

On the following 1st May, Dundas & Banbury, Ltd., was registered to acquire the 
business of Ernest Dundas & Co. as from the 1st January. 

The sale and purchase agreement provides : 

(a) Purchase consideration 6,000 Preference shares £1 each fully paid. 

6,000 Ordinary shares 2/- each fully paid. 

(b) Vendors to retain cash and debtors and to pay off liabilities. 

(c) Each of the vendors to subscribe in cash for one-half of the balance of authorised 
capital, 850 Preference shares and 500 Ordinary shares. 

The articles of association appoint E. Dundas and A. Banbury sole directors with fees 
of £100 per month each. 

You arc requested to assist the directors in the preparation of accounts to 30th September. 
You find that the books have been carried on without a break since 1st January, and that 
no entries arising from the formation of the company or its acquisition of the business have 
been made. 

The Trial Balance at 30th September was as follows :— 


A. Banbury—Capital at 1st January 

Drawings during pcruid 
E. Dundas —Capital at 1st January 
Drawings during period 

E. Dundas and A. Banbury fur shares . 

Buildings. 

Creditors (£1,500 owing at 1st January, having been paid) 
Debtors (£1,()00 due at Ist January, having been received) . 
Formation of Company Expenses 
Furniture and Fittings (Balance at 1st January, £360) 

Office Expenses . 

Plant ana Machinery (Balance Ist Janiiarv, £1,200} 

Purchases . 

Sales. . 

Salaries. 

Selling Expenses... . . 

Slock Ist January . 

Wages . 

Cash (Balance at Bank at Ist January, £500). 


i 

£ 

2,860 

250 

3,000 

300 

3,800 

900 

700 

950 


ISO 


460 


3.50 


1,500 

2,000 

8,200 

400 

600 


500 


800 


3,600 


£15,660 

£15,660 




You obtain the following additional information: 

E. Dundas and A. Banbury have agreed between themselves to take preference shares 
for th amount of their capital at 1 st January. 

The average of the monthly sales (which are of one commodity at a fixed price) for the 
first four months was one-half that of the remainder of the period. 

The expenditure each month on items in the Profit and Loss Account was equal. 

The stock at 30th September is valued at £700. 
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Plant and machinery is to be depreciated at 5 % per annum, and furniture and fittings at 
10% per annum, in both cases on commencing figures. 

Preliminary expenses are to be written off. 

You are required— 

(i) To prepare the journal entries necessary to put the books in order. 

(ii) To show the shareholdings acquired by the partners. 

(iii) To prepare the company’s Trading and Profit and Loss Account, and Balance Sheet as 
at 30th September. 

Ignore income tax. 

(i) JOURNAI. 


Capital Accounts : Dr. 

A. Banbury . 

E. Dundas . 

To Vendors. .... 

Transfer of Capital at 1st January. 


Goodwill. Dr. 

To Vendors. 

Esccas of purchase consideration over value of net assets. 


Vendors . . ..... Dr. 

To Preference Share Capital Account .... .... 

Ordinary Share Capital Account 

Issue of 6,000 Preference Shares of £1 each, fuliv paid, and 6.000 Ordinary Shares of 2s. each, 
fully paid, in satisfaction of purchase consideration. 


E. Dundas and A Banbury . Dr 

To Preference Share Capital Account ... ...... 

Ordinary Share Capital Account 

Issue of 850 Preference Shares of £1 each, fully paid and .^1)0 OrJinarv Shares of 2.s each, 
fully paid, as pet application received. 

Note 

The cash at bank on 1st January has been applied in settlement of the difference 
between the debtors and creditors outstanding at that date, and which have subsequently 
been received and discharged. 

(ii) SHAREHOLDINGS OF PARTNERS 

E Dundas. A. Banbury. 


i- t 


Capital Accounts. 1st January ... 


3,000 

2.860 

Profit on sale of finn ..... 


400 

340 

Cash subscribed for shares 


450 

450 

Amount to be dischargea . 

£3,850 

£3,650 


Shares. 

Shares. 

Preference shares for capital . . 


3,000 

2,860 

Preference shares subscribed . . 


425 

425 

Balance of preference shares allotted in profit-sharing ratio 


76 

64 

1 

Total Preference shates . 


3.501 

1 3,349 

Ordinary shares subscribed . 


250 

i 

Balance of ordinary shares allotted in profit-sharing ratio .. 


3.243 

1 2,757 

Total Ordinary Shares . 

— 

3,493 

, 3,007 

SUMMARY. 




E. 

Dundas. 

i A. Banbury. 

I Shares. | 

£ s. d. 1 

Shares. 

: £ a. d. 

Ordinary ... . . i 

! 349 6 0 ! 

3,007 

300 14 0 

Preference . 1 1 

1 3,301 0 0 

3.349 

3,349 0 0 

i 1 

1 

i 

£3330 6 0 ; 

II 


£3,649 14 0 


£ £ 
2,8WI 
.1,000 

5,860 


740 

740 


6 .6tX) 

6,000 

600 


900 

850 

.50 
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A cash payment of 6/- must be made by Dundas to Banbury. 

(ill) TRADING AND PROFIT AND LOSS ACCOUNT 

For the 9 Months Ended 30th September, 19.. 


£ I £ ■ ■ I ^ 

1 f* .1-- a 


Slock, Isi January . 



f 

i 500 1 

Sales . 

1 

8,200 

Purehases 



1 2,000 

Stock, 30th September 


700 

Wages 

Cross Profit ■ 



1 800 

1 



Prior to tncorporaiion 


i 




(two-sevenths) . 


1,600 

1 


1 


Subsequent to Incorpora¬ 

1 


1 


tion (five-sevenths) 

4,000 



1 




—- 

1 5,600 







1 £8,900 



£8,900 



Prior to 

i 

'Subsequent to '! 


, 1 

Prior to 

Subsequent to 



’ Incorporation 

Incorporation il 


' Incorporation 

Incorporation 



' (4 months). 

(S months), ; 



£ 

i £ 

£ 


t 

£ 

Salaries 

400 

; 

' ' 

Cross Profit b/d. . 

1,600 

4,000 

OfTice Expenses 

350 


' 

Selling Expenses 
Depreciation : 

600 




1 


Plant 

45 






I-urniiure 

27 







£1.422 

632 

790 j 




Directors’ Pees 



l,n(K) i. 




Formation i xpenses 



ISO ' 




Capital Reserve 
Balance c/r. . 


968 

2,060 : 


1 




£1.600 

£4,000 


£1,600 

£4,000 


BALANCE SHEET 


As AT 3QrH Seppember, 19. . 


Share Capital ; 


1 

£ 

Fired Assets :— 


£ 

Authorised and Issued : 


1 


' Goodwill at cost . 


740 

6,850 Preference Shares of £1 

each. 



Buildings at cost . 


3,800 

fully paid 


£6,850 


Plant and Machinery, at cost £1,500 


6,500 Ordin.srv Shares of 2s. 

each. 

1 


Less Depreciation 

45 . 


fully paid 


650 


1 — 

1 

1,455 



— 

7,500 

Furniture and Fittings at cost 

460 ■ 


Capital Reserve 



968 

Less Depreciation. 

27 1 


Profit and Loss Account 



2,060 

— 


433 




10,528 

Current Assets :— 



Sundry Cicditon : 


' 


1 Stock. 


700 

T rade . 


£700 


Sundry Debtors . 


950 

Directors' Fees 


450 


Cash at Bank . 


3,600 


I.I50 i 


£ 


6,428 


5,250 


I £11,678 ! 

--I 


£11.678 


Notes 

1. The drawings made by the partners since 1st January, have been applied in part pay¬ 
ment of the directors’ fees accruing to them since 1st May, leaving £450 directors’ fees still 
outstanding. 

2. The formation expenses may, alternatively, be written off against the profits prior to 
incorporation. 

3. Since the average of the monthly sales for the first four months was one-half that of 
the remainder of the period, the proportion of turnover is 2 :5. 


lUustration (7) 

A and B, trading in partnership shared profits and losses in the proportions A three-fifths 
and B two-fifths. On 1st June they executed an agreement for the sale to a company. 
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AB Ltd., as on the previous 1st April, of the following as^ts for a consideration of 
£120,000 allocated as follows: Goodwill £25,(XX), Freehold Land and Building £60,000, 
Plant and Machinery, £30,000, Stocks £5,000. 

The company was incorporated on 1st June, with an authorised capital of £250,000 in 
shares of £1 each, of which 120,000 were issu^ forthwith in satisfaction of the purchase 
consideration. The business was deemed to have been carried on by the vendors on behalf 
of the purchasers from 1st April, and A and B, whose last accounts were made up to 31st 
March, continued their book-keeping records to 30th June without regard to the sale of 
the assets, although, for the month of June, sales had been invoiced and purchases ordered 
in the name of AB Ltd. 

The following Trial Balance was drawn up from the books of A & B as on 30th June: 


Dibits. 

£ 

1 , Credits. 

£ 

Goodwill 

d.ooo 

. Creditors (including £3.000 for June purchases) 

5,500 

Freehold Land and Buildings . 

25.000 

; Sales .... . . 

50,000 

Plant and Machinery (including £2,()(X) purchased 


' Discounts ... 

31K) 

since 31st March) 

22.000 

Capital Account—A 

35,000 

Stock as on 31st M.irch, . 

.',000 

B 

25.tX)0 

Debtors (including lA.oiX) for June sale) 

Wages and Salaries (including Directors' Fees, 

6.000 

, Current Account—A 

.)(XI 

£200) 

20,0IM) 



Rent 

200 



Purchases 

18.000 



A.U. Ltd. Account 

7.000 



Discounts ... 

<i00 



F xpenses 

2.000 



Current Account. B 

800 



Balance at Bankers 

SOO 




£116.100 £116.100 


Stocks were valued by the company’s officials on 30th June at £4,000. 

The balance of £7,000 on AB Ltd. account represented cash paid for 7,000 shares of £1 
each allotted to A & B on 1st June, which was paid by them into a banking account in the 
name of AB Ltd. on that date. Cheques were drawn on this account on 28th June to pay 
for Preliminary and Formation Expenses, £1.500, and for Office Furniture, £500. On 
30th June the account was credited with £10 for interest allowed by the Bank. 

A & B were to pay for purchases made prior to 1st June, and debtors for sales before 
that date were paid to A. & B. There were no purchases or sales for cash. Trading profits 
accrued regularly over the period. 

You are required: 

(a) to show the account of AB Ltd. as it should be written up in the books of A B, 
ignoring interest; 

(b) to prepare the Balance Sheet of A & B as on 30th June; and 

(c) to prepare the Profit and Loss Account of AB Ltd. for tlie 3 months ended 30th June, 
and the Balance Sheet as on that date, ignoring depreciation and taxation. 

In this case, although the business was sold to the company as from 1st April, the books 
of the partnership were not closed, but the firm carried on the business on behalf of the 
company, recording the transactions through its own accounts. As at 30th June the balances 
of all accounts representing payments and expenses incurred and sales made on bclmlf of 
the company must be transferred to the company’s account in the firm’s books. This account 
must also be debited with the transfer price of the assets sold to the company, the balances 
on the asset accounts, representing profit on realisation, being divided between the partners 
in profit-sharing ratio and credited to their capital accounts. The balance of the company's 
account will then represent the amount due by the firm to the company as a result of all 
these transactions. 
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(a) 


BOOKS OF A AND B 
A B LTD. 


£ 


Cush for 7,000 Shares m A B Ltd. 

7,000 

Goodwill . 

25,000 

Freehold Land and Building.s 

60,000 

Plant and Machinery 

32,000 

.Stocks. 

5,000 

Debtors (June Sales) 

4.000 

Waites and Salaries .. 

20.000 

Rent. 

200 

Purcha.ses 

18.000 

Discounts allowed ... 

600 

Fxpenses . 

2.000 

Balance c/f. ... 

6,500 


£180,300 


Shares in A B Ltd. 

Creditors (for June Purchases) 
Sales 

Discounts received 


£ 

127,000 

3,000 

50,000 

300 


£180,300 


Balance b/f. 


6,500 


Note 

The company is debited with all purchases and credited with all sales to date, 
but since A and B are only to pay for purchases, and receive payments from debtors for 
sales prior to 1st June, the creditors for purchases and debtors for sales after 1st June are 
transferred to the company. A and B will themselves pay the creditors for purchases, and 
receive the amounts due from debtors in respect of sales prior to 1st June, having charged 
the company with these purchases and credited it with these sales. 

A AND B 

(b) BALANCE SHEET as at BOih June 


A'—Capital Account 
Current Account 

B—Capital Account 
Current Account 


Ot. 


£ 

71,600 

300 

49.400 

800 


£ 

71,900 

48,600 


Shares in A B Ltd. 
Debtors 

Batancr at Bank 


£ 

127,000 

2,000 

500 


A B Ltd. ... 
Trade Creditors 


120.500 
I 6.500 
2..500 

i £129..500 


£129.500 


Note: The partners’ Capital Accounts are as follows : 



A. 

U. 


A. 1 

B. 


£ 

£ 


£ 

£ 

Balance c/f. 

71,600 

49,4tH) 

Balance c/f. 

35,000 

25.000 

Profit on rr.ilisation 

36,600 I 

24,400 


£71,600 

eVi.400 


£71,600 I 

£49.400 


The profit on realisation is: 
Consideration for assets— 


Less Book Values— 


Balance b/f 


Goodwill 

Land and Buildings 
Plant and Machinery 
Stocks 


Goodwill 

Land and Buildings 
Plant and Machinery 
Stock ... 


71,600 ; 49,400 


£25,000 

60,000 

30,000 

5,000 


120,000 

£9,000 

25,000 

20,000 

5,000 

- 59,000 


Profit—divisible A 3/5ths, B 2/5ths 


£61,000 
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A B LTD. 

TRADING AND PROFIT AND LOSS ACCOUNT 



For 

3 Months ended 30th June 




1 

f 



£ 

Slock, 1st April 

1 

5,000 

S.dtfs . 


50.000 

Purchuei 

1 

IS.IWO 

Stock, 30th June 

; 

4,000 

Grois Profit c/d. 

1 

31.000 



i 


1 

£54,000 



£54.000 


' Prior to 

Since 


Prior to 

Since 


1 incorpor* 

1ncorpor- 


■ 1 ncorpor- 

' 1 ncorpor- 


1 ylion 

iUlDII 


ution 

Btion 


£ 

£ ■! 


£ 

£ 

Wages and Salaries . 

' 13,200 

6,600 . 

Oioss Profit b/d. 

20,667 

10.333 

Directors’ I-ees 


200 

Discounts 

200 

100 

Rent . 

1 133 

67 

Bank Interest 


10 

Discounts . 

i 400 

200 




Expenses 

1.334 

666 




Profit prior to Incorporation 


I 




transferred to Capital Re- 






serve . 

5,«(«) 





Nel Profit since Incorporation 






c/f.. 


2.710 





£20,867 

£10,443 


t20 867 

£10.443 


Note. Gross profit and expenses which move with turnover should more correctly be 
apportioned on the basis of sales. 

BALANCL SItEFT as at 3(hH June 


Issued and ; 
Authorised i lully paid ' 



£ 

£ 


£ 

£ 

Share Capital : j 



Fixed Assets, at cost: 



Shares of £1 each . 1 

250.000 

127,000 

(loodwitl 

25,18)0 , 


1. 



Freehold Land and BuildinK.s 

60.000 


Capital Reserve ... 

5,800 


' Plant and Machinery .. 

32.000 


Less Preliminary Expenses 



Office Furniture... 

500 


written off . 

1,500 ; 



— -- 

117,500 



4,300 

.1 Current Assets; 



Profit and Loss Account.. ... i 


2,710 

A&B ... 

6.500 , 





, Slocks 

4,000 ! 




1.34,010 

Trade Debtors 

4,000 


Creditor. 

1 

3,000 

II Cash at Bank 

5,010 



19,510 


I £137,010 I, £137.010 

Notes 

1. The following journal entries will be necessary to open the company’s books: 

JOURNAL 




£ 

£ 

Cash. . 

Dr. 

7.000 


Goodwill ... . 


25.000 


Freehold Land and Buildings . 


60,000 


Plant and Machinery 


30,000 


do. Additions 


2.000 


Stock 


5,000 


Debtors (for June Sales) . 


4,000 


Wages and Salaries 


19.800 


Directors’ Fees 


200 


Rent. 


200 


Purchases 


18.000 


Discounts allowable 


600 


Expenses .... 


2,000 


To A & B 



173,800 



£173,800 

£173,800 

Assets taken over from, and expenses paid and incurred by A & B on behalf of the 



company. 




A*B ... ... ... 

. Dr. 

lk,300 


To Share Capital 



127,000 

Creditors (for June Purchases) ... 



3,000 

Sales . 



50,000 

Discounts receivable 



300 



£180,300 

£180,300 

120.000 Shares issued to A & B as purchase consideration and 7,000 for cash, lia- 



biUties assumed from and sales made by A 

& B on behalf of the company. 
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2. The company's bank balance is made, up as follows: 


Paid in by A & B 

• • • • • • 

£7,000 

Bank Interest 

• • • ■ • • 

10 



7,010 

Less Preliminary Expenses 

... £1,500 


Furniture ... 

500 

2,000 



£5,010 


§ 12. Bonus Shares 
(a) Issue of Bonus Shm’es 

When a company has a large amount of undistributed profits, either on Reserve 
Account or on Profit and Loss Account, the real capital employed in the business 
tends to be obscured. Usually, such accumulations will have been employed in the 
acquisition of fixed assets, and as working capital, which will be required permanently. 
To bring the issued share capital into a truer relationship with the capital actually 
employed in the business, the accumulations can be capitalised and applied in paying 
up the amounts due on shares to be issued to the members as bonus shares. 

No cash passes between the company and its members in respect of these trans¬ 
actions, the resolution to pay the bonus being so framed as to give the company 
authority to apply the bonus in paying up the shares. 

A bonus issue of shares adds nothing to the net assets of the company, and its 
effect, therefore, is merely to divide the capital employed in the business into a larger 
number of shares. Nevertheless, it is usual to find that where the shares are quoted 
on the stock exchange, the issue of bonus shares is a bull point, which forces up the 
market value of the shares and enables the shareholders who wish to do so to realise 
an immediate profit. This can be explained by an illustration. 

IHustration (1) 

A company’s summarised Balance Sheet is as follows: 

Share Capital in £I Shares . . £100,000 Sundry Assets, less Creditors . . £150,000 
Revenue Reserves .. 50,000 

If the assets and goodwill are fully valued, each £1 share is worth £1 10s. Od. cum 
dividend. On the profits being capitalised, if the bonus shares are issued at par, the 
share capital becomes £150,000 in £1 shares. Each share is now worth £1, but each 
shareholder has 50 per cent, more shares. The shareholders are no better ofif. 

In few cases, however, will the net assets as shewn in the balance sheet reflect the 
true market value of the shares, which will depend primarily on the income they yield. 
The company may have paid a dividend of 12 per cent, and if a reasonable yield were 
6 per cent, the shares would be quoted round about £2 each, and the total value of the 
capital would be £200,000. The real value of the shares after the bonus issues would 
still be £200,000, or £1 6s. 8d. each, if it is anticipated that the company will only 
distribute the same amount of profits as before and will reduce the rate of dividend 
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proportionately, /.e., to 8 per cent. The market, however, will usually gamble on the 
dividend not being reduced so much, and may quote the shares at, say, £1 10s. Od. or 
£1 15s. Od. in the expectation of 9 per cent, or more being paid. A member who shares 
in this expectation might then sell part of his shares, while retaining the anticipation of 
the same income. 

It is obvious that the distribution of bonus shares cannot always be effected without 
complications arising from fractions. The distribution may be on the basis of, say, 
one bonus share for every five held, in which case the holder of 24 shares would be 
entitled to four complete shares and four-fifths of a share, which must be made up to 
a complete share by the acquisition of the title to a further one-fifth of a share before 
registration can finally be eflected. This difficulty is normally overcome in one of 
two ways, viz.: 

1. The articles and the resolution voting the bonus issue may provide for each 
shareholder to be allotted the whole number of shares appropriate to his holding. 
The shares representing the sum of the fractions are then sold, and the proceeds paid 
to the shareholders entitled to the fractions. 

2. Members may be notified that they must either acquire or surrender fractions 
at a stated price before a specified date, such exchange generally being arranged 
through the medium of the secretary (the directors having previously arranged for 
one or more large shareholders to be ready to acquire any rights not otherwise dis¬ 
posed of) unless the rights are saleable on the stock exchange. Fractional ‘certificates’ 
are frequently issued to the members affected, to facilitate transfer within the period 
allowed. These certificates are not share certificates, but merely certificates of ‘rights*. 

Sometimes, it is left to the members to deal with their fractions, in which case any 
fractions outstanding on the prescribed date arc cancelled. This is not recommended, 
as it is to the detriment of shareholders, and the effect is that the whole bonus is not 
allotted. 

In other cases, the articles empower the directors to issue the nearest whole 
number of shares. This again is unsatisfactory, as the whole profits intended to be 
capitalised are not so applied. 


Dlustration (2) 

A company having a reserve of £25,000 and a paid-up capital of £100,000 in £1 shares, 
resolves to pay a bonus of 20 per cent, out of its reserve by the issue of one fully-paid share 
for each 5 shares held. Show the journal entries recording the transaction. 


JOURNAL 


Reserve Account . . Or. | 

To Bonus Account. 

Being Bonus of 20% payable out of the Reserve Account in fully-paid shares as per Resolution ] 
dated. I 


Bonus Account . 

To Share Capital Account. 

Being issue of 20,000 shares of £1 each fully paid in 
share for every live held. 


. Dr. 

satisfaction of Bonus at the rate of one 


£ 

20.000 


20,000 


£ 

20,000 


20,000 


(b) Application of Bonos to payment of calls 

Another method, when the existing shares are only partly called up, is to apply 
the bonus to the payment of a call on the shares. 

12 
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Illustration (3) 

A company having a nominal and issued capital of £100,000 in 10,000 shares of £10 each, 
£7 10s. Od. per share called up, declares a bonus out of the reserve account at the rate of 
33i per cent, on the paid-up capital, to be applied for the purpose of making the shares 
fully paid. 

Show the journal entries necessary to record these transactions. 

JOURNAL 

£ 

Call Account . . . Dr. 25,000 , 

To Share Capital Account. 

Deing linal call of £2 lOs. per share on 10,000 shares as per Resolution of the Board dated. 

Reserve Account . . Dr. . 25,000 | 

To Bonus Account. . ... \ 

Being Bonus of £2 lOs. per Share on 10,000 shares payable out of the Reserve Account as per ' 

Resolution of shareholders dated. 

Bonus Account ... . . . Df. 25,000 

To Call Account . . . 

Being application of Bonus of £2 lOs. per share on 10,000 shares to payment of Call as pur ; 

Resolution dated. i 

§ 13. Payment of Interest out of Capital 

Although a company can, indeed must, pay interest out of capital, where there 
are no profits out of which to pay it, to meet its obligations in respect of debentures 
and loans, it is a rule of law that no interest can be paid to members on the share 
capital of the company (except interest on moneys paid in advance of calls). The 
only exception to this rule is that provided by Section 65, whereby, to enable com¬ 
panies to construct works or buildings or provide plant with money raised as share 
capital, interest may be paid to members out of capital in the following circum¬ 
stances: 

Where any shares of a company are issued for the purpose of raising money to 
defray the expenses of the construction of any works or buildings, or the provision 
of any plant which cannot be made profitable for a lengthened period, the company 
may pay interest on so much of that share capital as is for the time being paid up for 
the period and subject to the conditions and restrictions mentioned below, and may 
charge such interest to capital as part of the cost of construction of the work or 
buildings, or the provision of plant. 

The conditions and restrictions are that: 

(1) no such payment shall be made unless it is authorised by ihe articles, or by 
special resolution; 

(2) no such payment, whether authorised by the articles or by special resolution, 
shall be made without the previous sanction of the Board of Trade; 

(3) before sanctioning any such payment the Board of Trade may, at the expense of 
the company, appoint a person to inquire and report to them as to the circumstances 
of the case, and may, before making the appointment, require the company to give 
security for the payment of the costs of the inquiry; 

(4) the payment shall be made only for such period as may be determined by the 
Board of Trade, and that period shall in no case extend beyond the close of the half 
year next after the half year during which the works or buildings have been actually 
completed or the plant provided; 


£ 

25,000 

25,000 


25,000 
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(5) the rate of interest shall in no case exceed 4 per cent, per annum, or such other 
rate as may for the time being be prescribed by statutory instrument*; 

(6) the payment of such interest shall not operate as a reduction of the amount 
paid up on the shares in respect of which it is paid; 

(7) the accounts of the company shall show the share capital on which, and the 
rate at which, interest has been paid out of capital during the period to which the 
accoimts relate (8th Sch., Pt. 1, § 2). 

It should be observed that the payment of‘interest’ is not a dividend; it is definitely 
interest on the shares pending the completion of the work which is designed to earn 
profits out of which dividends will thereafter be payable. The interest is to be treated 
as capital expenditure and debited to the asset account in respect of which it is paid. 
The debit will be the gross amount, since the income tax deductible will be paid over 
to the Inland Revenue under Sec. 170, Income Tax Act, 1952. Interest is only payable 
on the paid-up amount of the shares. 

§ 14. The Preparation of a Company’s Books and Accounts for Audit 
Proper arrangements should always be made to facilitate as much as possible the 
work of the auditor and to enable him to examine the books and accounts with the 
least amount of inconvenience to himself and to the company’s staff. 

First and foremost, a proper system of accounting must be in force. The books 
must be balanced, since it is not the duty of an auditor to balance them, nor can he 
be called upon to do so, unless separately instructed in his capacity as accountant. 
All subsidiary books should be cast in ink, and the totals posted to the proper 
accounts in the impersonal ledger. The various bought and sold ledgers should be 
proved individually by means of Total (or Control) Accounts, and their balances 
brought down in ink, or, if it is inconvenient to rule off and bring down such balances, 
a note of the amount of the balance should be made on each ledger account in red 
ink at the side. (This will, of course, be unnecessary where machine accounting is 
employed, as the balance will be extended into the balance column of the accounts 
after each entry.) 

The cash book should be balanced off and a record of the reconciliation of the 
balance with the pass book or bank statement entered in it. All vouchers should be 
numbered consecutively, and the numbers entered in the cash book, the vouchers 
themselves being filed on some proper system, care being taken to see that, in the 
event of a voucher being missing, a note is inserted in the file, giving a reference to 
any other evidence available. Bought invoices should either be attached to the state¬ 
ments when filed as vouchers, or should be numbered and filed consecutively, the 
corresponding numbers being entered in the bought journal. 

When the Trial Balance has been extracted, proper provision must be made for 
bad debts, depreciation, etc., and all other necessary adjustments must be made. The 
Balance Sheet and Profit and Loss Account can then be drafted, and, after having 
been passed by the directors, presented to the auditor. In many cases it is usual for 
the auditor to prepare the accounts himself, in the capacity of accountant. 

•The rate at pieaent allowabk is 6 per cent. 
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Any important provisions and reserves, e,g„ for contingent liabilities, revaluations 
of fixed assets, etc., should be supported by directors’ minutes. 

In the final accounts, ledger folios should be inserted against each item which 
refers to a single ledger account, schedules being attached showing folios and details 
of all items composed of several balances taken collectively. In this manner a full and 
clear record is obtained of the way in which the various totals, particularly of Balance 
Sheet items, are arrived at. 

§ 15. The Balance Sheet and Accounts of a Company 

(a) The Books of Account 

By Section 147 (1) of the Companies Act, 1948, every company must keep proper 
books of account with respect to — 

(a) all sums of money received and expended by the company, and the matters in 
respect of which the receipt and expenditure takes place; 

(b) all sales and purchases of goods by the company; 

(c) the assets and liabilities of the company. 

A company will not be deemed to have kept proper books of account unless it has 
kept such books as are necessary to give a true and fair view of the state of the 
company’s affairs and to explain its transactions. 

The books of account are to be kept at such office as the directors think fit, and 
are to be always open for their inspection. If books are kept at a place outside Great 
Britain there must be sent to and kept at a place in Great Britain, and be at all times 
open to the inspection of the directors, such accounts and returns with respect to 
the business dealt with in those books as will disclose with reasonable accuracy the 
financial position of that business, at intervals not exceeding 6 months, and will 
enable to be prepared in accordance with the Act the company’s Balance Sheet and 
Profit and Loss Account or Income and Expenditure Account and any documents 
required to be annexed thereto (s. 147 (3)). 

If any director of the company fails to take all reasonable steps to secure com¬ 
pliance with the above provisions, or has by his own wilful default been the cause of 
any default by the company thereunder, he may, in respect of each offence, be liable, 
on summary conviction, to imprisonment for a term not exceeding six months, or to a 
fine not exceeding £200. It will be a defence, however, for the director to prove that 
he had reasonable ground to believe, and did believe, that a competent and reliable 
person was charged with the duty of seeing that the requirements were complied with 
and was in a position to discharge that duty; and a person shall not be sentenced to 
imprisonment for such an offence unless in the opinion of the Court, the offence was 
committed wilfully (s. 147 (4)). 

If, when a company is wound up, it is shown that proper books of account have 
not been kept throughout the two years immediately preceding the commencement 
of the winding-up, every officer of the company who is in default shall, unless he 
shows that he acted honestly and that in the circumstances in which the busings was 
carried on the default was excusable, be liable on conviction on indictment to 



COMPANY ACCOUNTS 


269 


§§ 14-15] 

imprisonment for not more than one year, or, on summary conviction, for not more 
than six months. For this purpose, proper books of account include, in addition to the 
books already mentioned, books containing entries from day to day in sufficient 
detail of all cash received and paid, and, where the business involves dealing in goods, 
statements of the annual stocktakings, and (except in the case of retail sales) of all 
goods sold and purchased, showing the goods and the buyers and sellers thereof in 
sufficient detail to enable the goods and the buyers and sellers to be identified (s.331). 
(b) The Profit and Loss Account and Balance Sheet 

By Section 148 the directors of evei-y company shall at some date not later than 
eighteen months after the incorporation of the company, and subsequently once at 
least in every calendar year, lay before the company in general meeting— 

(1) a Profit and Loss Account, or, in the case of a company not trading for profit, 
an Income and Expenditure Account; and 

(2) a Balance Sheet as at the date to which the Profit and Loss Account or the 
Income and Expenditure Account, as the case may be, is made up. 

This date must be not more than nine months or, in the case of a company carrying 
on business or having interests abroad, not more than twelve months earlier than 
the date of the meeting. 

The Profit and Loss Account, or Income and Expenditure Account, must be for 
the period— 

(1) in the case of the first account, since the incorporation of the company; and 

(2) in any other case, since the preceding account. 

These periods may be extended by the Board of Trade if for any special reason 
they think fit so to do. 

The penalties for failure to comply with these provisions, and the defences avail¬ 
able in respect of an offence under this section are similar to those referred to in 
s. 147 (4) in respect of the failure to keep proper books of account {see ante). 

Every Balance Sheet of a company must give a true and fair view of the state of affairs 
of the company as at the end of its financial year, and every Profit and Loss Account 
must give a true and fair view of the profit or loss for the financial year (s. 149 (1)). 

The contents of the Balance Sheet and Profit and Loss Account must be such as will 
comply with the requirements of the Eighth Schedule of the Act, so far as applicable 
thereto, but the Board of Trade may, on the application or with the consent of a 
company’s directors, modify any of the requirements of the Act, as to the matters to 
be stated in the Balance Sheet and Profit and Loss Account, for the purpose of 
adapting them to the circumstances of the company (s. 149 (2) and (4). 

Subject to the requirements of the Act, the amount of detailed information dis¬ 
closed in the published accounts must be carefully considered, as it should not be 
such as to injure the company by affording valuable information to trade rivals, e.g., 
it is not general to find a published Trading Account disclosing turnover, although some 
of the larger concerns do nowadays publish this information in notes on the accounts. 

The provisions of Section 149 (1) and (2) as to the contents of the Profit and Loss 
Account do not apply if— 
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(a) the company has subsidiaries; and 

(b) the Profit and Loss Account is framed as a consolidated Profit and Loss Account, 

dealing with all or any of the company’s subsidiaries as well as the company, and: 

(i) complies with the requirements of the Act relating to consolidated Profit and 
Loss Accounts; and 

(ii) shows how much of the consolidated profit or loss for the financial year is dealt 
with in the accounts of the company (s. 149 (5)). 

The following definitions are given in Part IV of the Eighth Schedule for use in 
relation to matters required by that Schedule to be disclosed in the Balance Sh^t 
and Profit and Loss Account: 

(1) (a) the expression ‘provision’ shall, subject to (2) below, mean any amount written 

off or retained by way of providing for depreciation, renewals or diminution in 
value of assets or retained by way of providing for any known liability of which 
the amount cannot be determined with substantial accuracy; 

(b) the expression ‘reserve’ sliall not, subject to (2) below, include any amount 
written off or retained by way of providing for depreciation, renewals or diminution 
in value of assets or retained by way of providing for any known liability (and the 
expression ‘liability’ shall include all liabilities in respect of expenditure con¬ 
tracted for and all disputed or contingent liabilities); 

(c) the expression ‘capital reserve’ shall not include any amount regarded as free for 
distribution through the Profit and Loss Account, and the expression ‘revenue 
reserve’ shall mean any reserve other than a capital reserve; 

(2) Where: 

(fl) any amount written off or retained by way of providing for depreciation, renewals 
or diminution in value of assets, not being an amount written off in relation to 
fixed assets before 1st July, 1948; or 

(b) any amount retained by way of providing for any known liability; 
is in excess of that which in the opinion of the directors is reasonably necessary for the 
purpose, the excess shall be treated as a reserve and not as a provision. 

(3) The expression ‘quoted investment’ means an investment as respects which there has 
b^n granted a quotation or permission to deal on a r^ognised stock exchange, or on any 
stock exchange of repute outside Great Britain, and the expression ‘unquoted investment* 
shall be construed accordingly. 

It will be recognised from the above definitions that the meaning given to the ex¬ 
pression ‘provision’ is much narrower than that usually attributed to it in framing 
accounts. For the purposes of the Companies Act, the word ‘provision’ must not be 
used, as it commonly is used in practice, to describe amounts set aside to provide for 
prospective or even potential losses or liabilities; it must only be employed to indicate 
known depreciation or diminution in the value of assets, and known liabilities, the 
amount of which, however, cannot be estimated with reasonable accuracy. If the 
amount of a known liability can be estimated with substantial precision, it must be 
classified as a liability, and not as a provision. The sum which it is customary and 
prudent to set aside for the purpose of meeting United Kingdom income tax based on 
the current year’s profits must not be called a provision since it is not a liability at the 
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date of the Balance Sheet but is an amount set aside to provide for a liability which 
will arise in the following year. 

There is in fact no universally accepted practice in describing in a company’s 
balance sheet amounts set aside for this purpose. Shortly after the passing of the 
Companies Act, 1948, the Council of the Institute of Chartered Accountants recom¬ 
mended that as such amounts could not be classified as liabilities or provisions 
they should be treated as reserves. In a later recommendation, however, the Council 
appear to have modified this view. They point out that whilst some companies 
treat these amounts as specific reserves and group them with reserves in their balance 
sheet, an increasing number of others show them separately under descriptions such 
as ‘Amounts set aside for future income tax’ without attaching the description of 
reserve or aggregating them with their reserves. The latter procedure has manifest 
practical advantages, especially that of separating reserves which are within the fr^ 
disposition of the company from amounts which will normally be payable at some 
future date. Accordingly, the Council do not now insist on amounts set aside for 
future income tax being treated as reserves. They recommend, however, that whether 
described as reserves or not, such amounts should be shown separately and should 
preferably not be aggregated with reserves. 

It will also be observed that where any amount set aside as a provision is greater 
than the amount which, in the opinion of the directors, is reasonably necessary for 
the purpose, the excess must be shown in the accounts as a reserve, not as a provision. 
This, however, does not apply to amounts written off by way of depreciation prior to 
1st July, 1948, although it would appear to apply to sums retained^ but not written 
off, prior to that date, e.g., it would seem that an amount credited to a depreciation 
fund account prior to 1st July, 1948, in excess of the amount considered reasonably 
necessary, should be treated as a reserve. 

There should be shown under the heading ‘capital reserves’ any reserves which for 
statutory reasons (c.g., a Share Premium Account, or a Capital Redemption Reserve 
Fund) or because of the provisions of the memorandum or articles of the company, 
or for other legal reasons (e.g., an unrealised capital profit) are not free for distribution 
through the profit and loss account. Capital reserves may also include reserves which, 
althougli legally distributable are regarded by the directors as not available for dis¬ 
tribution at the date of the balance sheet (e.g., a Fixed Asset Replacement Reserve). 
Such a reserve shown as a capital reserve in one balance sheet may, owing to a 
change of circumstances, properly be shown as a revenue reserve in the next balance 
sheet. 

A ‘revenue reserve’ is any reserve other than a capital reserve. By implication, there¬ 
fore, revenue reserves are those which are available for distribution, and include any 
unappropriated balance on profit and loss account itself. The Council of the Institute 
of CMrtered Accoimtants recommend that where revenue reserves are retentions of 
distributable profits available for general use in the business and none of them is 
created in accordance with statutory requirements or in pursuance of any obligation 
or policy, the sub-division of such reserves under a variety of headings is unnecessary. 
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(c) Contents of the Profit and Loss Account 

By the Eighth Schedule, Part I, there must be shown in the Profit and Loss 
Account— 

(1) (a) tThe amount charged to revenue by way of provision for depreciation, renewals 

or diminution in value of fixed assets; 

(A) the amount of the interest on the company’s debentures and other fixed loans; 

(c) the amount of the charge for United Kingdom income tax and other United King¬ 
dom taxation on profits, including, where practicable, as United Kingdom income 
tax any taxation imposed elsewhere to the extent of the relief, if any, from United 
Kingdom income tax and distinguishing where practicable between income tax and 
other taxation; 

(flf) the amounts respectively provided for redemption of share capital and for redemp¬ 
tion of loans; 

(e) tthe amount, if material, set aside or proposed to be set aside, to, or withdrawn 
from, reserves; 

if) tthe amount, if material, set aside to provisions other than provisions for deprecia¬ 
tion, renewals or diminution in value of assets or. as the case may be, the amount, 
if material, withdrawn from such provisions and not applied for the purposes 
thereof. (The Board of Trade may direct that a company shall not be obliged to 
show an amount so set aside to provisions if the Board is satisfied that that is not 
required in the public interest and would prejudice the company, but subject to the 
condition that any heading stating an amount arrived at after taking into account 
the amount set aside as aforesaid shall be so framed or marked as to indicate that fact); 

(g) the amount of income from investments, distinguishing between trade investments 
and other investments; 

(A) *the aggregate amount of the dividends paid and proposed. 

(2) •If the remuneration of the auditors is not fixed by the company in general meeting, 
the amount thereof must be shown under a separate heading; for this purpose any sums 
paid by the company in respect of the auditors’ expenses shall be deemed to be included 
in the expression ‘remuneration,’ 

(3) The following matters must be stated by way of note, if not otherwise shown: 

(a) If depreciation or replacement of fixed assets is provided for by some method other 
than a depreciation charge or provision for renewals, or is not provided for, the 
method by which it is provided for or the fact that it is not provided for, as the case 
may be. 

(A) The basis on which the charge for United Kingdom income tax is computed. 

(c) *Whether or not the amount stated for dividends paid and proposed is for dividends 
subject to deduction of income tax. 

(d) •Except in the case of the first Profit and Loss Account laid before the company 
after 30th June, 1948, the corresponding amounts for the immediately preceding 
financial year for all items shown in the Profit and Loss Account. 

(e) Any material respects in wliicb any items shown in the Profit and Loss Account 
are afiected: 

(i) by transactions of a sort not usually undertaken by the company or otherwise 
by circumstances of an exceptional or non-recurrent nature; or 

(ii) by any change in the basis of accounting. 

•Banking, discount and assurance companies are exempted from the above requirements 
except those marked with an asterisk (8th Sch., Pt. Ill; jee § 15 (/) post). 

tThe Board of Trade may, in the national interest, exempt classes of companies from 
these requirements (8th Sch., Pt, HI). 
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(d) Payments to Directors 
By Section 196, in any accounts laid before a general meeting, or in a statement an¬ 
nexed thereto, there must be shewn, so far as the information is contained in the 
company’s books and papers or the company has the right to obtain it from the 
persons concerned: 

(o) the aggregate amount of the directors' emoluments; 

(b) the aggregate amount of directors’and past directors' pensions; and 

(c) the aggregate amount of directors' or past directors’ compensation for loss of 
office. 

The amounts to be shown must include all relevant sums paid by or receivable 
from: 

(i) the company; and 

(ii) the company’s subsidiaries; and 

(iii) any other person; 

except sums to be aojounted for to the company or any of its subsidiaries, or 
undisclosed compensation for loss of office, etc., for which Section 193 requires the 
director(s) to account to the vendors of shares (see p. 274). 

Where necessary, the directors may apportion any payments between the matters 
in respect of which they have been paid or are receivable in such manner as they think 
appropriate. 

The amount to be shown under (a) must include any emoluments paid to or re¬ 
ceivable by any person in respect of his services as director of the company, or in 
respect of his services, while a director of the company^ as director of any subsidiary 
company (or of any company of which he was a director on the nomination of the 
principal company while a director of the latter) or otherwise in connection with the 
management of the affairs of the company or any subsidiary thereof, and must 
distinguish between emoluments in respect of services as director, whether of the 
company or its subsidiary, and other emoluments. (It will be observed that payments 
by subsidiary companies to their directors need only be included in the directors* 
emoluments disclosed in the holding company’s accounts to the extent that they are 
made to persons who are also directors of the holding company.) 

‘Emoluments’ include fees and percentages, any sums paid by way of expense 
allowances in so far as chargeable to United Kingdom income tax (/.e., expenses 
which are not allowed as deductions from emoluments under Rule 9, Schedule E, or 
which are disregarded under Section 164, Income Tax Act, 1952), any contribution 
paid in respect of a director under any pension scheme and the estimated money value 
of any other benefits received by him otherwise than in cash. 

The amount in (6) is not to include any pension paid or receivable under a pension 
scheme if the scheme is such that the contributions are substantially adequate for the 
maintenance of the scheme. Otherwise it must include any pension in respect of 
services of a director or past director of the company, whether paid to or receivable 
by him or, on his nomination, or by virtue of dependence on or other connection 
with him, paid to or receivable by any other person. The amount must distinguish 
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between pensions in respect of services as a director and other pensions. ‘Pension’ 
does not include any payment in respect of two or more persons if the amount paid 
in respect of each of them is not ascertainable. 

In {a) and {b) the references to subsidiary companies are to those subsidiaries which 
were such when the services were rendered. 

The amount to be shown under (c) must include compensation for loss of office 
as a director, or for loss of any other office while a director^ or on ceasing to be a 
director either of the company or its subsidiary. It must also include sums paid in 
consideration of retirement from office. The amount must distinguish between com¬ 
pensation in respect of the office of a director and of other offices and between amounts 
paid by or receivable from the company, its subsidiaries, and other persons. 

It is pointed out that the payment to a director of compensation for loss of office is 
Ulegal unless previously disclosed to the members and approved by the company 
(ss. 191 and 192). Where in connection with the transfer of any shares in a company, 
resulting from— 

{a) an offer to the general body of shareholders; or 

{b) any offer made by another body corporate with a view to the company becoming 
its subsidiary; or 

(c) an offer by an individual with a view to his being able to control not less than 
one-third of the voting power of the company; or 
{d) any other offer which is conditional on acceptance to a given extent, 

a payment is to be made to a director as compensation for loss of or retirement from 
office, he must take all reasonable steps to see that particulars of the payment are 
sent to the shareholders with the offer for their shares. If these requirements are 
not complied with, or the making of the proposed payment is not first approved by 
a meeting called for that purpose of the holders of the class of shares affected, any 
sum received by the director shall be deemed to have been received by him in trust 
for any persons who have sold their shares as a result of the offer (s. 193). 

The provisions of ss. 191, 192 and 193, as set out above, do not, however, apply to a 
bona fide payment to a director by way of damages for breach of contract, or by way 
of pension, superannuation allowance, superannuation gratuity or similar payment 
in respect of past services (s. 194). 

The amounts to be shown for any financial year in respect of payments to directors 
are the sums receivable in respect of that year, whenever paid, or, if the sums are not 
paid in respect of any period, the sums paid during that year. If, however, sums are 
not shown in the accounts for the relevant financial year because they represent 
amounts to be accounted for to the company, its subsidiaries or past or present 
members of the company by virtue of Section 193, but the liability is released or not 
enforced within two years, they must be shown separately in the first accounts in 
which it is practicable to show them, or in a statement annexed to such accounts. The 
same applies to expenses allowances charged to United Kingdom income tax after the 
end of the financial year. 
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If the accounts do not comply with these provisions, the auditors must include in 
their report, so far as they are reasonably able to do so, a statement giving the re¬ 
quired particulars (s. 196). 

Every director of the company and every person who has been an olR<^r of the 
company within the preceding five years, must give notice to the company of the re¬ 
quisite particulars relating to himself (s. 198). 

After 30th June, 1948, it is illegal to pay directors’ remuneration (whether as 
director or otherwise) ‘free of tax’ or in any way varying with rates of tax, unless it is 
payable under a contract which was in force on 18th July, 1945, providing expressly, 
and not by reference to the articles, for such payment. Any provision for payment free 
of tax, otherwise than under a contract as mentioned, is regarded as providing for 
a payment, as a gross sum subject to income tax and surtax, of the net sum provided 
(s.189). 

(e) Contents of the Balance Sheet 

By the Eighth Schedule, Part 1, the following information must be given in the 
Balance Sheet: 

(1) *The authorised share capital, issued share capital, liabilities and assets must be 
summarised, with such particulars as are necessary to disclose the general nature of 
the assets and liabilities, and there must be specified— 

{a) any part of the issued capital that consists of redeemable preference shares, and 
the earliest date on which the company has power to redeem those shares; 

{b) so far as the information is not given in the Profit and Loss Account, any share 
capital on which interest has been paid out of capital during the financial year, 
and the rate at which interest has been so paid; 

(c) the amount of the Share Premium Account; 

{d) particulars of any redeemed debentures which the company has power to re-issue. 

(2) *There must be stated under separate headings, so far as they are not written 
off— 

(fl) the preliminary expenses; 

(h) any expenses incurred in connection with any issue of share capital or debentures; 
(c) any sums paid by way of commission in respect of any shares or debentures; 

{d) any sums aliow^ by way of discount in respect of any debentures; and 
(e) the amount of the discount allowed on any issue of shares at a discount. 

(3) *The reserves, provisions, liabilities and fixed and current assets must be 
classified under headings appropriate to the company’s business; 

Provided that— 

(a) where the amount of any class is not material, it may be included under the same 
heading as some other class; and 

«(h) where any assets of one class are not separable from assets of another class, those 
assets may be included under the same heading. 

(4) *Fixed assets must also be distinguished from current assets. 

(5) *The method or methods used to arrive at the amount of the fixed assets under 
each heading must be stated. 
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(6) The method of arriving at the amount of any fixed assets must, subject to (7) 
below, be to take the difference between— 

(a) its cost or, if it stands in the company’s books at a valuation, the amount of the 
valuation; and 

ib) the aggregate amount provided or written off since the date of acquisition or 
valuation, as the case may be, for depreciation or diminution in value; 
and for this purpose the net amount at which any assets stand in the company’s 
books at 1st July, 1948 (after deduction of the amounts previously provided or writ¬ 
ten off for depreciation or diminution in value) shall, if the figures relating to the 
period before 1st July, 1948, cannot be obtained without unreasonable expense or 
delay, be treated as if it were the amount of a valuation of those assets made at that 
date and, where any of those assets are sold, the said net amount less the amount of 
the sales shall be treated as if it were the amount of a valuation so made of the 
remaining assets. 

(7) The above paragraph (6) does not apply— 

{a) to assets for which the figures relating to the period beginning with the 1st July, 
1948, cannot be obtained without unreasonable expense or delay; or 

(b) to assets the replacement of which is provided for wholly or partly— 

(i) by making provision for renewals and charging the cost of replacement 
against the provision so made; or 

(ii) by charging the cost of replacement direct to revenue; or 

(c) to any investments of which the market value (or, in the case of investments 
not having a market value, their value as estimated by the directors) is shown 
either as the amount of the investments or by way of note; or 

{d) to goodwill, patents or trade marks. 

The Board of Trade, in the national interest, may exempt classes of companies 
from certain of these requirements (8th Schedule, Part III). 

(8) For the assets under each heading whose amount is arrived at in accordance 
with paragraph (6) above, there must be shown— 

(fl) the aggregate of the amounts referred to in (6) {a) \ and 
{b) the aggregate of the amounts referred to in (6) (b). 

(9) As respects the assets under each heading whose amount is not arrived at in 
accordance with (6) above because their replacement is provided for as mentioned in 
(7) (b) above, there shall be stated— 

(a) the means by which their replacement is provided for; and 

(b) the aggregate amount of the provision (if any) made for renewals and not used. 

(10) The aggregate amounts respectively of capital reserves, revenue reserves and 
provisions (other than provisions for depreciation, renewals or diminution in value 
of assets) shall be stated und^r^sepHtrate headings; 

Provided that— 

(a) a separate statement is not required of any of the said three amounts which is 
not material; and 
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{b) the Board of Trade may direct that it shall not require a separate statement of 
the amount of provisions where they are satisfied that that is not required in the 
public interest and would prejudice the company, but subject to the condition 
that any heading stating an amount arrived at after taking into account a pro¬ 
vision (other than as aforesaid) shall be so framed or marked as to indicate 
that fact. 


(11) There must also be shown (unless it is shown in the Profit and Loss Account 
or a statement or report annexed thereto, or the amount involved is not material): 
(n) where the amount of the capital reserves, of the revenue reserves or of the pro¬ 
visions (other than provisions for depreciation, renewals or diminution in value 
of assets) shows an increase as compared with the amount at the end of the 
immediately preceding financial year, the source from which the amount of the 
increase has been derived; and 

{b) where: 

(i) the amount of the capital reserves or of the revenue reserves shows a decrease 
as compared with the amount at the end of the immediately preceding 
financial year; or 

(ii) the amount at the end of the immediately preceding financial year of the 
provisions (other than provisions for depreciation, renewals or diminution 
in value of assets) exceeded the aggregate of the sums since applied and 
amounts still retained for the purposes thereof; 

the application of the amounts derived from the difference. 

Where the heading showing any of the reserves or provisions aforesaid is divided 
into sub-headings, these requirements apply to each of the separate amounts shown 
in the sub-headings instead of applying to the aggregate amount thereof. 

(12) (i) There must be shown under separate headings— 

(a) *tthe aggregate amounts respectively of the company’s trade investments, 
quoted investments other than trade investments and unquoted investments 
other than trade investments; 

{b) *if the amount of the goodwill and of any patents and trade marks or part of 
that amount is shown as a separate item in or is otherwise ascertainable from the 
books of the company, or from any contract for the sale or purchase of any 
property to be acquired by the company, or from any documents in the possession 
of the company relating to the stamp duty payable in respect of any such contract 
or the conveyance of any such property, the said amount so shown or ascertained 
so far as not written off or, as the case may be, the said amount so far as it is 
so shown or ascertainable and as so shown or ascertained, as the case maybe; 
(c) *the aggregate amount of any outstanding loans made under the authority of 
provisos (h) and (c) of subsection (1) (^‘Septipn 54; 

{d) the aggregate amount of bank loans and overdrafts; 

{e) *the net aggregate amount (after deduction of income tax) which is recommended 
for distribution by way of dividend. 
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Nothing in the foregoing is to be taken as requiring the amount of the goodwill, 
patents and trade marks to be stated otherwise than as a single item. 

(ii) tThe heading showing the amount of the quoted investments other than trade 
investments must be sub-divided, where necessary, to distinguish the investments as 
respects which there has, and those as respects which there has not, been granted a 
quotation or permission to deal on a recognised stock exchange. 

(13) * Where any liability of the company is secured otherwise than by operation, 
of law on any assets of the company, the fact that that liability is so secured must be 
stated, but it is not necessary to specify the assets on which the liability is secured. 

(14) •Where any of the company’s debentures are held by a nominee of or trustee 
for the company, the nominal amount of the debentures and the amount at which 
they are stated in the books of the company must be stated. 

(15) •The following matters must be stated by way of note, or in a statement or 
report annexed, if not otherwise shown: 

(i) The number, description and amount of any shares in the company which 
any person has an option to subscribe for, together with the following 
particulars of the option, that is to say: 

{a) the period during which it is exercisable; 

(6) the price to be paid for shares subscribed for under it. 

(ii) The amount of any arrears of fixed cumulative dividends on the company’s 
shares and the period for which the dividends or, if there is more than one 
class, each class of them are in arrear, the amount to be stated before deduc¬ 
tion of income tax, except that, in the case of tax free dividends, the amount 
shall be shown free of tax and the fact that it is so shown shall also be stated. 

(iii) tParticulars of any charge on the assets of the company to secure the 
liabilities of any other person, including, where practicable, the amount 
secured. 

(iv) tThe general nature of any other contingent liabilities not provided for and, 
where practicable, the aggregate amount or estimated amount of those 
liabilities, if it is material. 

(v) tWhere practicable the aggregate amount or estimated amount, if it is 
material, of contracts for capital expenditure, so far as not provided for. 

(vi) tif in the opinion of the directors any of the current assets have not a value, 
on realisation in the ordinary course of the company’s business, at least 
equal to the amount at which they are stated, the fact that the directors are 
of that opinion. 

(vii) The aggregate market value of the company’s quoted investments, other than 
trade investments, where it differs from the amount of the investments as 
stated, and the stock exchange value of any investments of which the market 
value is shown (whether separately or not) and is taken as being higher than 
their stock exchange value. 
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(viii) The basis on which foreign currencies have been converted into sterling, 
where the amount of the assets or liabilities affected is material. 

(ix) tThe basis on which the amount, if any, set aside for United Kingdom 
income tax is computed. 

(x) Except in the case of the first Balance Sheet laid before the company after 
30th June, 1948, the corresponding amounts at the end of the immediately 
preceding financial year for all items shown in the Balance Sheet. 

*Banking and Discount companies must comply with these paragraphs (except 
(15) (vii)); they need not comply with the other requirements. 

tAssurance companies are exempt from the requirements so marked, otherwise 
they must comply with the requirements marked with an asterisk, but not others. 

Where the company is a holding company there must be shown separately in the 
Balance Sheet— 

(a) the aggregate of shares in subsidiaries; 

(h) the aggregate of indebtedness of subsidiaries to the company; 

(c) the aggregate of indebtedness of the company to subsidiaries. 

There must also be a note on the Balance Sheet, or in a statement or report annexed 
thereto, of the number, description and amount of the shares in and debentures of 
the company, held by its subsidiaries or their nominees. 

The special provisions of the Act relating to the accounts of holding companies 
are set out and fully considered in Chapter IX. 

(f) Fixed Assets 

While the Act requires fixed assets to be distinguished from current assets, the 
Board of Trade have intimated that no objection will be taken to an asset not being 
described as ‘fixed’ or ‘current’ if to do so would not be a true and fair description, 
provided the nature of the asset is stated clearly. 

The normal method of arriving at the amount of any fixed asset is to take the 
difference between— 

(a) its cost or, if it stands in the company’s books at a valuation, the amount of 
that valuation, and 

(b) the aggregate amount provided or written off since the date of acquisition or 
valuation, as the case may be, for depreciation or diminution in value. 

For assets under each heading, the aggregate of (a) and the aggregate of (b) must 
each be stated. 

Where, however, the records do not enable the normal basis to be used, and the 
figures relating to the period before 1st July, 1948, cannot be obtained without 
unreasonable expense or delay the net amount at which the assets stood in the 
company’s books at 1st July, 1948 (after deducting the amounts previously provided 
or written off for depreciation or diminution in value), is to be regarded as a valuation 
of the assets made on that day. This is referred to as ‘the net book amount basis’. 
In such cases, there are likely to be two groups of assets, one to which the normal 
basis be applied and one for which the net book amount basis has to be used. 
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Care must be taken that a true and fair view of the assets is disclosed. The Act is 
satisfied if, under an asset heading with appropriate wording one aggregate figure 
is shewn embodying both cost and valuation (including net book amount where this 
has to be treated as a valuation) with one aggregate deduction for depreciation. 

In recommendations made by the Council of the Institute of Chartered Account¬ 
ants the following alternative methods of disclosure, which have been approved by 
counsel, as complying with the Act, are made. 

SUGGESTION A 

Plant and Machinery £ £ 

At Cost* (and, where figures for cost or valuation are not reason¬ 
ably obtainable, at the net amount standing in the company’s 

books on 1st July, 1948, less sales) . 825,000 

Less: Depreciation . 225,000 

- £600,000 

•Or ‘independent valuation in 19...,’ or ‘partly cost and partly independent valuation 
in 19...,’ according to the circumstances. 

SUGGESTION B 

(Adapting A to circumstances where several fixed assets can be grouped conveniently 

under the same heading.) 

Cost, etc. Depreciation Net 

Freehold and Leasehold Land and Buildings, 

Plant, Machinery and Equipment 
At Cost* (and, where figures for cost or valuation are 
not reasonably obtainable, at the net amount 
standing in the company’s books on 1 st July, 1948, 
less sales) less depreciation; 

Freehold land and buildings . 225,000 25,000 200,000 

Leasehold land and buildings 85,000 10,000 75,000 

Plant, machinery and equipment . ... 825,000 225,000 600,000 

£1,135,000 £260,000 £875,000 

•As in ‘A’ above. 

SUGGESTION C 

(Distinguishing the totals for items dealt with on the normal basis and items dealt with 

on the net book amount basis.) 

Cost, etc. Depreciation 

Plant and Machinery £ £ 

At Cost* less depreciation. 650,000 200,000 

At the net amount standing in the company’s books 
on 1st July, 1948 (where figures for cost or 
valuation are not reasonably obtainable), less 
sales and depreciation . 175,000 25,(KX) 

£825,000 £225,000 £600,000 

*As in ‘A’ above. 
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SUGGESTION D 
(A variant of Suggestion C) 

The following alternative arrangement, giving the same information and again showing 
the two aggregates referred to under suggestion C, might facilitate the insertion of com¬ 
parative figures: 


Plant and Machinery 

£ 

£ £ 

(o) At Cost* . . 

650,000 


(^) At the net amount standing in the company’s 
books on 1st July, 1948, where figures for cost or 

valuation are not reasonably obtainable, less sales 

175,000 

825,000 

Deduct depreciation on amounts stated at: 

{a) above . 

200,000 


(h) above ... . 

25,000 

225,000 

•As in ‘A’ above. 


£600,000 


The division of the totals between normal basis and net book amount basis (suggestion 
C or D) will usually give a fairer view of the assets than is the case where one total only is 
shown and it approaches nearest to the intention behind the requirement to show cost less 
accumulated provisions. 

It may be considered desirable for purposes of clarity and to enable the Balance Sheet 
to be read easily (particularly as the comparative figures for the previous year must be 
given) to show in the main part of the Balance Sheet an abbreviated description thus: 
Plant and Machinery 

Per Schedule . £600,000 

the details, under whichever method of presentation is adopted, being shown in the schedule. 

(g) Loans to Officers 

By Section 197 the accounts which are required by the Act to be laid before the com¬ 
pany in general meeting must also contain particulars showing— 

(fl) the amount of any loans made during the company’s financial year to— 

(i) any officer of the company; or 

(ii) any person who, after the making of the loan, became during that year an 
officer of the company; 

by the company or a subsidiary thereof (i.e., a company which was a sub¬ 
sidiary at the end of the company’s financial year (whether or not a subsidiary 
at the date of the loan)) or by any other person under a guarantee from or on 
a security provided by the company or a subsidiary thereof (including any 
such loans which were repaid during that year); and 
(b) the amount of any loans made in manner aforesaid to any such officer or person 
as aforesaid at any time before the company’s financial year and outstanding at 
the expiration thereof. 

The foregoing does not, however, require the inclusion in accounts of particulars 
of— 

(a) a loan made in the ordinary course of its business by the company or a subsidiary 
thereof, where the ordinary business of the company or, as the case may be, the 
subsidiary, includes the lending of money; or 
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{b) a loan made by the company or a subsidiary thereof to an employee of the 
company or subsidiary, as the case may be, if the loan does not exceed £2,000 
and is certified by the directors of the company or subsidiary, as the case may be, 
to have been made in accordance with any practice adopted or about 
to be adopted by the company or subsidiary with respect to loans to its 
employees; 

not being, in cither case, a loan made by the company under a guarantee from or on 
a security provided by a subsidiary thereof or a loan made by a subsidiary of the 
company under a guarantee from or on a security provided by the company or any 
other subsidiary thereof. 

If, in the case of any such accounts as aforesaid, the requirements of this section 
are not complied with, it is the duty of the auditors of the company by whom the 
accounts are examined to include in their report on the Balance Sheet of the company, 
so far as they are reasonably able to do so, a statement giving the required particulars. 

By Section 455, the expression ‘oflicer’ (unless the context requires otherwise) in¬ 
cludes a director, manager or secretary. 

By Section 190, it is illegal for a company (other than an exempt private company) 
to make a loan to a person who is its director or a director of its holding company, or 
to give a guarantee or security for such a loan. 

This does not, however, apply— 

(a) to anything done by a subsidiary, where the director is its holding company; or 

(b) to funds provided to enable a director properly to perform his duties as an officer 
of the company; or 

(c) in the case of a company whose ordinary business includes the lending of money, 
to anything done by the company in the ordinary course of business. 

Exception (b) only applies where the loan is first approved by the company at a 
general meeting at which the purposes of the expenditure and the amount of the loan 
are disclosed; or on condition that, if the approval of the company is not given at or 
before the next following annual general meeting, the loan shall be repaid within 
six months from the conclusion of that meeting. Where the approval of the company 
is not given, the directors authorising the loan will be jointly and severally liable to 
indemnify the company against any loss arising therefrom. 

Under Section 155, the Balance Sheet must be signed on behalf of the board by 
two of the directors, or if there is only one, by that director. 

In the case of a banking company registered after 15th August, 1879, the Balance 
Sheet must be signed by the secretary or manager, if any, and where there are more 
than three directors of the company, by at least three of those directors, and where 
there are not more than three directors by all the directors. 

The Profit and Loss Account, and, so far as not incorporated in the Balance Sheet 
or Profit and Loss Account, any group accounts laid before the company in general 
meeting, shall be annexed to the Balance Sheet, and the auditor’s report shall be 
attached thereto. 
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Any accounts so annexed shall be approved by the board of directors before the 
Balance Sheet is signed on their behalf (s. 156). 

<h) The Director’s Report 

There must be attached to every Balance Sheet laid before a company in general 
meeting a report by the directors with respect to the stale of the company's affairs, 
the amount, if any, which they recommend should be paid by way of dividend, and 
the amount, if any, which they propose to carry to reserves. 

The report must deal, so far as is material for the appreciation of the state of the 
company’s affairs by its members and will not in the directors’ opinion be harmful 
to the business of the company or of any of its subsidiaries, with any change during 
the financial year in the nature of the company's business, or in the company’s 
subsidiaries, or in the classes of business in which the company has an interest, 
whether as member of another company or otherwise (s. 157). 

ii) Exceptions for Special Classes of Companies (Eighth Schedule, Part III) 

1. A banking or discount company (/.c., any company which satisfies the Board 
of Trade that it ought to be treated for those purposes as a banking company or a 
discount company) is not required to comply with the provisions of Part I of the 
Eighth Schedule, except— 

{a) as regards the Balance Sheet, those listed on pp. 275-78 under paragraphs 
1,2,3,4 and 5 (so far as relates to fixed and current assets), 12 (except 12 (J)), 
13, 14 and 15 (except 15 (vii)); and 

ib) as respects its Profit and Loss Account, those shewn on p. 111 under para¬ 
graphs 1 (h), 2 and 3 (c) and (d); 

but where in its Balance Sheet capital reserves, revenue reserves or provisions (other 
than provisions for depreciation, renewals or diminution in value of assets) are not 
stated separately, any heading stating an amount arrived at after taking into account 
such a reserve or provision shall be so framed or marked as to indicate that fact, 
and its Profit and Loss Account shall indicate by appropriate words the manner in 
which the amount stated for the company’s profit or loss has been arrived at. 

The accounts of a banking or discount company are not to be deemed, by reason 
only of the fact that they do not comply with any requirements of Part I of the 
Eighth Schedule from which the company is exempt by virtue of the above, not to 
give the true and fair view required by the Act. 

2. In relation to an assurance company within the meaning of the Insurance 
Companies Act, 1958, which is subject to and complies with the requirements of that 
Act as respects the preparation and deposit with the Board of Trade of a Balance 
Sheet and Profit and Loss Account, the foregoing paragraph shall apply as it applies 
in relation to a banking or discount company, and such an assurance company shall 
also not be subject to the requirements set out in paragraphs 12 (i) (a) and 12 (ii), 
(15) (iii), (iv), (v), (vi) and (ix) on pp. 277-79. 

The Board of Trade may, however, direct that any such assurance company whose 
business includes to a substantial extent business other than assurance business shall 
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comply with all the requirements of the said Part I or such of them as may be specified 
in the direction and shall comply therewith as respects either the whole of its business 
or such part thereof as may be so specified. 

Where an assurance company is entitled to the benefit of the above paragraph, 
then any wholly owned subsidiary thereof shall also be so entitled if its business 
consists only of business which is complementary to assurance business of the classes 
carried on by the assurance company. For this purpose a company shall be deemed 
to be the wholly owned subsidiary of an assurance company if it has no members 
except the assurance company and the assurance company’s wholly owned sub¬ 
sidiaries and its or their nominees. 

3. (i) A company of any class prescribed for the purposes by the Board of Trade, 
where it considers it desirable in the national interest will not be subject to the 
following requirements of the Schedule: 

(fl) as respects its Balance Sheet, those set out on pp. 275-77 under paragraphs (3) 
(4) and (5) (except so far as the said paragraphs relate to fixed and current 
assets) ; and paragraphs (6) (7) (8) (9) (10) and (11); and 
(b) as respects its Profit and Loss Account, those set out on p. Ill under paragraphs 
(1) (n) (e) and (/); 

but a company taking advantage of this exemption is subject to any prescribed con¬ 
ditions as respects matters to be stated in its accounts or by way of note thereto and 
as respects information to be furnished to the Board of Trade or a person authorised 
by them to require it. 

(ii) The accounts of a company shall not be deemed, by reason only of the fact 
that they do not comply with any requirements of Part I of the Schedule from which 
the company is so exempted, not to give the true and fair view required by the Act. 

If the Board of Trade are satisfied that any of the conditions prescribed has not 
been complied with in the case of any company, they may direct that so long as the 
direction continues in force the exemption shall not apply to the company. 

4. Where a company entitled to the benefit of any provision contained in Part III 
of the Schedule is a holding company, the reference in Part II of the Schedule to 
consolidated accounts complying with the requirements of the Act shall, in relation to 
consolidated accounts of that company, be construed as referring to those require¬ 
ments in so far only as they apply to the separate accounts of that company. 

(j) Presentation of Balance Sheet and Profit and Loss Account 

Whilst the form in which accounts are submitted to shareholders is (subject to compliance 
with the Companies Act) a matter within the discretion of directors, the following recom¬ 
mendations, made by the Council of the Institute of Chartered Accountants in England and 
Wales, are designed to indicate what is regarded as the best practice. 

Balance Sheet 

Headings for groups of items 

The terms used in paragraphs 2,3 and 4, of the Eighth Schedule to the Companies Act 1948, 
such as issued share capital, reserves, liabilities, fixed assets and current assets, arc normally 
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appropriate headings for summaries and classifications. Other headings should be used if it 
is considered that they will be better for the purpose of presenting a true and fair view of 
the state of affairs of the company. The use of general main headings such as ‘Liabilities’ 
and ‘Assets’ is unnecessary. 

Redeemable preference shares 

In addition to the earliest date on which the company has power to redeem redeemable 
preference shares, other material facts relating to redemption of those shares should be 
indicated; examples are the latest date on which redemption may take place and any 
premium payable on redemption. 

Reserve fund 

The description ‘reserve fund' should not be applied to a reserve unless it is represented by 
specifically earmarked investments (or other assets) realizable as and when required at not 
less than the amount of the ‘reserve fund’. Exceptions arise from the statutory requirement 
to describe a ‘capital redemption reserve fund’ as such and from any provision of the 
memorandum or articles of association, or other instrument constituting or regulating a 
company, requiring a reserve to be described as a ‘fund’. 

Capital reserves 

The expression ‘capital reserves’ should be used to describe reserves which for statutory 
reasons or because of the provisions of the memorandum or articles of a company or for 
other legal reasons are not free for distribution through the profit and loss account. 

The expression ‘capital reserves’ may also be applied to other reserves which although 
legally distributable, arc regarded by the directors as not available for distribution at the 
date of the balance sheet. Such a reserve shown as a capital reserve in one balance sheet may, 
owing to a change of circumstances, properly be shown in the next balance sheet as a revenue 
reserve. 

Sub-division of revenue reserves (including unappropriated profits) 

Where revenue reserves are retentions of distributable profits available for general use in the 
business and none of them is created in accordance with statutory requirements or in 
pursuance of any obligation or policy, the sub-division of such reserves under a variety of 
headings is unnecessary. 

Additions to and withdrawals from reserves 

All profits and losses of a revenue nature should normally be reflected in the profit and loss 
account. Additions to or utilizations of revenue reserves and the application of capital 
reserves to the relief of charges on revenue should therefore normally be passed through that 
account. They should be dealt with either as items entering into the ascertainment of the 
results shown for the year or as adjustments of the unappropriated balance from the 
accounts of the current and prior years as may be appropriate. This does not, however, 
prevent wholly exceptional items of material amount which do not relate to the accounting 
period from being taken direct to reserves if a true and fair view will be better presented in 
that way. 

If the inclusion in the profit and loss account of capital losses and of realized capital 
profits (so far as these may lawfully be included) will facilitate the presentation of a true and 
fair view of the results of the transactions of the year they should be passed through that 
accoimt. 

When movements in reserves are not shown in the profit and loss account and are of 
material amount they should be disclosed in the balance sheet or in notes on the accounts. 
Such items may include movements on capital reserves not dealt with as mentioned above, 
transfers between reserves, transfers from reserves to share capital account and applications 
of reserves in writing-off items such as preliminary and issue expenses. 
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Sub-total of share capital and reserves 

A sub-total of share capital and reserves, including any credit balance carried forward on 
profit and loss account, should be shown and any description should be factual, such as 
‘share capital and reserves’. Descriptions such as net worth, which lend themselves to being 
misunderstood as tending to suggest that a balance sheet purports to be a statement of values, 
or to show the value of the undertaking, should be avoided. 

Adverse balance on profit and loss account 

Available reserves should be appropriated to extinguish an adverse balance on profit and 
loss account. Where this practice is not adopted, the adverse balance should be grouped with 
and be a deduction in arriving at the sub-total of share capital and reserves. Preferably such 
deduction should be made first from revenue reserves; if these are insufficient then from the 
aggregate of revenue and capital reserves. If both are insufficient the adverse balance should 
be deducted from the aggregate of share capital and reserves. 

Amounts set aside for future income tax 

Amounts set aside for future income tax, whether described as reserves or not, should be 
shown separately and should preferably not be aggregated with reser\'cs. Income tax assess¬ 
able for any income tax year commencing after the balance sheet date should not be grouped 
with liabilities. 

Provisions 

Where the replacement of fixed assets is dealt with by making provision for renewals and 
charging the cost of replacement against the provision so made, the accumulated amount 
of provision for renewals, so far as not used, should be shown separately. Such a provision 
should not be shown as a deduction from the assets. 

Where depreciation is provided on fixed assets, an amount set aside in recognition of the 
increased cost expected to be incurred in replacing fixed assets, as compared with the amount 
at which they are carried in the books, is not a ‘provision’; it is a reserve and should be shown 
as such. 

On a proper grouping of the balance sheet some provisions may not be suitable for 
aggregation with other provisions; for example, where some provisions are current liabilities 
and others are not. The statutory requirement (paragraph 6 of the Eighth Schedule) to give 
an ‘aggregate’ should not be treated as a restriction operating against the presentation of a 
true and fair view. 

Reasonableness of provisions 

Paragraph 27 (2) of the Eighth Schedule provides that where any amount written off or 
retained by way of providing for depreciation, renewals, or diminution in value of assets, or 
retained by way of providing for any known liability, is in excess of that which in the opinion 
of the directors is reasonably necessary for the purpose, the excess shall be treated as a reserve 
and not as a provision. Directors should be advised that an opinion expressed in accordance 
with paragraph 27 (2) should be based on a consideration of all relevant information and 
have regard to recognised accounting principles. 

Grouping of liabilities and proposed dividends 

Current liabilities and proposed dividends should normally be shown in one group classified) 
under appropriate descriptions and will include inter alia: 

(a) trade liabilities, bills payable, accrued charges; 

(b) short-term loans; 

(c) bank loans and overdraft; 

(d) current taxation; 

(e) provision for any current liability of which the amount cannot be determined with sub¬ 
stantial accuracy; 
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(/) proposed dividends (less income tax). 

In respect of all liabilities other than current liabilities, a specific description, such as 
debenture stock, mortgages, or unsecured notes, should be given. The dates and material 
conditions of redemption or conversion should be indicated. 

Secured liabilities 

Paragraph 9 of the Eighth Schedule provides that where any liability is secured otherwise 
than by operation of law on any assets of the company, the fact that the liability is so secured 
shall stated. In complying with this paragraph the word ‘secured’ should not be used 
without amplification if there is evidence from the documents that the charge on the assets is 
for an amount less than the liability. 

Bank overdrafts 

To comply with paragraph 8 (1) (d) of the Eighth Schedule the aggregate amount of bank 
loans and overdrafts must be shown under a separate heading. Where there are debit and 
credit bank balances with no legal right of set-off the full amounts of bank loans and over¬ 
drafts and of bank balances should be shown. 


Contingent liabilities 

Where some contingent liabilities are not suitable for aggregation with others the amount or 
estimated amount of each contingent liability or group of contingent liabilities should be 
shown if practicable. 

Future capital expenditure 

In a statement of the aggregate amount or estimated amount of contracts for capital ex¬ 
penditure given to comply with paragraph 11 (6) of the Eighth Schedule, the description 
‘contracts for capital expenditure’ is appropriate and, as a description of this item, is 
preferable to ‘commitments for capital expenditure’ which may have a wider significance. 

Where a company has entered into contracts for only part of the work on a project of 
capital expenditure a matter which directors might be recommended to consider is whether, 
in addition to stating the amount of contracts outstanding, further information might 
usefully be given indicating the estimated total expenditure involved in the project they have 
approved. 

Other forward contracts 

The existence of uncompleted or forward contracts for the purchase and sale of goods or 
services in the ordinary course of business is not generally referred to in the balance sheet, 
but consideration should be given to the possibility of losses arising from open positions on 
forward contracts and the necessity for providing for such losses. 

Assets 

Paragraph 4 (2) of the Eighth Schedule requires that fixed assets shall be distinguished from 
current assets. The division of assets into either ‘fixed’ or ‘current’ is not always practicable 
and could be misleading. (This is sometimes the case with interests in subsidiaries.) Where 
neither ‘fixed’ nor ‘current’ is a true and fair description, the assets should not be described as 
either but the nature of the assets should be stated clearly. 

Where an asset is classified as neither fixed nor current the method of arriving at and 
stating the amount of a fixed asset, set out in paragraph 4 (3) and (except in the case of 
interests in subsidiaries) paragraph 5 of the Eighth Schedule, should be applied. 

Fixed assets 

The fundamental characteristic of fixed assets is that they are held with the object of earning 
revenue, directly or indirectly, and not for the purpose of sale in the ordinary course of 
business. They will normally include such assets as: 

(a) goodwill, patents and trade-marks; 



288 


BOOK-KEEPING AND ACCOUNTS 


[Chap. VIII 


{b) freehold land and buildings; 

(c) Leaseholds; 

(d) plant, machinery and equipment; 

(f*) investments intended to be held continuously by the business. 

Current assets 

Items classified as current assets should include: 

■(a) stock-in-trade and work in progress; 

{b) trade and other debtors, bills receivable and prepayments (other than those on capital 
expenditure or of a long-term nature); 

(c) quoted and other realizable investments (other than trade investments, investments in 
subsidiaries and fellow subsidiaries and other investments intended to be held continu¬ 
ously even though they may happen to be quoted or otherwise readily realizable); 

(d) tax reserve certificates; 

(e) bank balances and cash. 

Overseas assets 

If there are material amounts of assets in overseas countries where restrictions on remittances 
are in force this fact should be disclosed and there should be given such other information, 
if any, as may be needed to give a true and fair view. 

Investments 

(a) Classification 

Investments which it is intended to hold continuously, e.g.y trade investments and interests in 
subsidiaries, should be classified Sis fixed assets. 

Investments which are fixed assets may be distinguished from other fixed assets by showing 
them under a separate heading. 

Where interests in associated companies are material they should be stated separately 
under the general heading of ‘Trade Investments’ or under a heading of their own. 

‘Trade investments’ comprise: 

id) investments acquired and held primarily in order to protect the company’s goodwill, or to 
facilitate or further its own existing business, rather than for income or appreciation in 
value; 

ib) investments representing a substantial but not a controlling interest in another company, 
particularly where the company has the right to appoint its own representatives to take 
part in the arrangement. Such holdings arc often referred to as ‘Investments in associated 
companies’. 

. Quoted and other read ily realizable investments (other than trade investments, investments 
in subsidiaries and fellow subsidiaries, and other investments intended tb be held continu¬ 
ously, even though they happen to be quoted or are otherwise readily realizable), should 
be classified as current assets. 

When calculating the market value of a quoted investment by reference to a stock ex¬ 
change quotation, it is usual to use the mean of the two quotations shown in the Stock 
Exchange Official List. If any other basis is used it may be desirable to indicate its nature. 

Special considerations applicable to holding companies 

Interests in subsidiaries, which may consist of shares in subsidiaries and amounts owing by 
subsidiaries in respect of debentures or otherwise, should generally be shown as one group 
in the balance sheet of the holding company. It may, however, be desirable to group witii 
■current assets the aggregate of the temporary advances and/or amounts due on current 



§ 15 ] COMPANY ACCOUNTS 289 

accounts which are regularly paid, provided it is possible to segregate the whole of such 
amounts from other indebtedness of the subsidiaries to the holding company. 

A holding company’s indebtedness to its subsidiaries should normally be grouped with 
liabilities, but should be stated separately. Such indebtedness may, however, be shown as a 
deduction from interests in subsidiaries in appropriate circumstances, e.g., where the sub¬ 
sidiaries lend their surplus funds to the holding company. 

(h) Valuation 

Investments should normally be stated in the balance sheet at cost, subject to any necessary 
provision for diminution in value. 

Provision should be made for diminution in value of investments— 

(i) where the market value at the date of the balance sheet of investments treated as current 
assets is lower than cost; and 

(ii) where the value of investments treated as fixed assets appears to have decreased perm¬ 
anently below cost. 

Where an undertaking in which an important trade investment is held has retained and 
accumulated profits on such a scale that the income from the investment and the amount at 
which it appears in the balance sheet provide a wholly inadequate value of the investment, it 
may be necessary to give some explanation in the accounts to ensure that they show a fair 
view. 

In regard to interests in subsidiaries the requirements of paragraph 4 (3) of the Eighth 
Schedule to state the methods used to arrive at the amounts at which the fixed assets are 
stated should be complied with. This applies whether such interests arc grouped with fixed 
assets or shown as a separate group; it does not apply to any part of such interests grouped 
with current assets. 

Where a sinking fund policy is shown in the balance sheet otherwise than at surrender 
value the surrender value should be shown by a note. 

Treasury bills should be shown as current assets and should be stated at cost or at their 
face value discounted at the market rate. 

Profit and Loss Account 
Profit or loss of the year 

Where the turnover is not disclosed the profit and loss account should commence with the 
trading surplus or deficit of the year computed after charging depreciation and all other 
trading expenses. Depreciation and other items which have been charged or brought to credit 
in arriving at the trading surplus or deficit, but which are disclosed to comply with the 
Companies Act, 1948, or because the directors consider that they should be disclosed, 
should be shown by notes on the account or by an unextended inset or in a ‘box* immediately 
after the trading surplus or deficit of the year. 

Other income and non-trading expenditure of the year should then be shown. If the 
balance on the account at this stage shows a profit it may be described as ‘profit before 
taxation’ and against this amount there should be charged the taxation based on this profit. 
The balance arrived at is the ‘profit after taxation’. 

Items of an exceptional or non-recurrent nature should be dealt with in such a way as to 
show in the particular circumstances a true and fair view of the results of the year. Such 
items, other than tax adjustments of earlier years, may be dealt with as follows: 

(a) where the items arise from the trading operations of the company, they may be dealt 
with in arriving at the trading surplus or deficit and disclosed separately; 

(b) they may be shown separately in the section of the account which includes other income 
and non-trading expenditure of the year; 

(c) they may be shown separately after the ‘profit after taxation’; 
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{d) they may in appropriate circumstances be omitted from the profit and loss account and 
taken direct to reserve. 

Where exceptional or non-recurrent items have been taken into account before arriving at 
‘profit before taxation’, any tax charges or relief arising because of the items should be 
included with the tax charge on such profit. 

Where exceptional or non-current items are not taken into account before arriving at 
‘profit before taxation’, the effect of these items on the account shown in respect of tax 
should be considered; where appropriate the relevant tax charges or reliefs should be shown 
as separate adjustments to the respective items. 

Whether brought into the account with the tax charge of the year or shown after ‘profit 
after taxation’ any adjustment of the tax charge of previous years should be separately dis¬ 
closed, if material. 

Depreciation of fixed assets 

The requirements in paragraph 14 (2) of the Eighth Schedule should be applied to each class 
of fixed assets and not to fixed assets as a whole; this requirement is that, if depreciation or 
replacement of fixed assets is provided for by some method other than depreciation charge 
or provision for renewals, or is not provided for, the profit and loss account must state the 
method by which it is provided for or the fact that it is not provided for, as the case may be. 

Annual payments 

Debenture, loan and note interest, royalties and other annual charges payable under de¬ 
duction of income tax should be charged gross in the profit and loss account. 

Income from investments 

Dividends, interest and other income should be brought to credit gross and should 
therefore include income tax suffered by deduction, or deemed for income tax purposes to 
have been suffered by deduction, on such income. The relative amount of income tax should 
be included as part of the charge for income tax for the year. 

Income from subsidiaries 

Although paragraph 12 (1) ( 5 ^) of the Eighth Schedule requires the amount of income from 
investments to be shown, paragraph 1 S ( 2 ) (a) excludes income from investments in sub¬ 
sidiaries from this requirement. Income (gross) from subsidiaries may, with appropriate 
narrative, properly be included in the trading surplus of the holding company and need not 
be shown separately in the profit and loss account of that company unless it is necessary to 
do so in order to present a true and fair view. 

Subvention payments 

A subvention payment (Section 20 of the Finance Act, 1953) made by a holding company 
to a subsidiary can for accounting purposes be regarded as the converse of the receipt of a 
dividend from a subsidiary. Therefore— 

(a) where a holding company has given or received a subvention payment it need not be 
shown separately in the profit and loss account of the holding company provided that the 
income from investments in subsidiaries is included in the trading result and there is 
appropriate description of that result; 

(b) a subvention payment should normally be shown separately in the profit and loss account 
of a subsidiary which has received or given a subvention from or to the holding company 
or a fellow subsidiary. This disclosure may, however, properly be omitted where trading 
results have been affected materially by an arbitrary course of dealing in respect of inter¬ 
company transactions. 

Dividends paid and proposed 

In addition to the statutory requirement that the aggregate amount of dividends paid or 
proposed shall be shown in the profit and loss account, the dividends on each class of shares 
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should be shown, distinguishing between dividends already paid and dividends recom¬ 
mended. The rates (per cent or per share) at which dividends have been declared or are 
proposed should preferably be stated. It may be helpful to shareholders to state the daU^ 
of the payment of the dividends. 

The amounts shown in respect of dividends should be the net amounts, whether they are 
declared as ‘subject to income tax’, ‘less income tax’ or ‘free of income tax’. 

Comparative figures 

Where an item appears in a note on the accounts or in a document annexed thereto the 
corresponding amount for the immediately preceding year should be shown. 

Where the accounts do not include an item corresponding to an item which appeared in 
the accounts for the preceding year, the amount for that earlier year should nevertheless be 
shown, except that where the item appeared in a note on or document annexed to the 
accounts for the immediately preceding year it may not be necessary to repeat the item unless 
its omission could cause the comparison of the two years’ accounts to be misleading. 

If items in the accounts have been re-grouped, subdivided or otherwise rearranged as 
compared with the accounts for the immediately preceding year, then the items for that year 
should be similarly rearranged for the purpose of showing the comparative figures. 

Where a change in the basis of accounting affects materially the comparability of the profit 
and loss account of the year with that of the preceding year appropriate information should 
be included in the accounts by way of a note or otherwise. This information should explain 
the nature of the change and should indicate either the extent to which the account of the 
preceding year would have been affected had the revised basis been in use in that year, or, 
as may be appropriate, the extent to which the account of the current year would have teen 
affected had no change been made. 

Notes on the accounts 

Where a note relates to an item in the accounts there should be a reference against that item 
to the note. 

Where information is given in the director’s report instead of in the accounts the relative 
paragraphs in the directors’ report should be clearly identifiable and specially referred to in 
the accounts. 

A copy of the chairman’s statement, even if it accompanies the accounts, is not an 
appropriate document in which to give information which should be given in the accounts. 

Dlustration 


At 30th June, 1962, the books of Veneering Manufacturers Ltd. showed the following 


balances: 

£ 

£ 

10,000 8% Cumulative Preference Shares (Authorised 10,000) ... 


10,000 

£40,000 Ordinary Stock (Authorised £50,000) . 


40,000 

Freehold Land and Buildings at cost . 

22,420 


Plant, Machinery and Tools (cost £24,000) . 

12,000 


Office Furniture and Fittings (cost £3,000) . 

2,200 


Goodwill at cost . 

10,000 


Stock of Raw Materials, July 1st, 1961 . 

9,320 


Stock of Finished Goods, July 1st, 1961. 

1,270 


Work in Progress do. . 

920 


Sundry IJebtors . 

10,700 


Carried forward 

£68,830 

£50,000 
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£ 

£ 

Brought forward 

68,830 

50,000 

4% Debenture Stock. 


15,000 

Debenture Interest, half-year to December 31st, 1961 (gross) ... 

300 


Shares in Subsidiary Company, 15,000 Ordinary Shares, at cost 

18,750 


Tax Reserve Certificates . 

8,000 


Interest on Tax Reserve Certificates . 

Interest and Dividends on Investments (gross): 


30 

Trade . 


100 

Quoted. 


300 

Dividend on Shares in Subsidiary Company (gross) . 


3,800 

Share Premium Account . 


3,640 

General Reserve . 


10,000 

Trade Investments at cost. 

Quoted Investments at cost (market value as at June 30th, 1962 

3,200 


(£8,680) . 

8,020 


Profit and Loss Account, Balance July 1st, 1961. 


3,090 

Amount owing to Subsidiary Company . 


7,680 

Cash at Bankers and in Hand . 

8,597 


Sundry Creditors . 


7,858 

Sales *.• .*• *■* ... ... ... ... 


69,100 

Purchases . 

31,960 


Carriage Inwards ... . 

1,890 


Wages and National Insurance . 

13,790 


Rates. 

630 


Repairs to Premises. 

60 


Salaries (including Directors* Salaries £3,000) . 

6,130 


Postages and Telephone . 

180 


Printing and Stationery . 

40 


Legal and Professional Charges . 

80 


Sundry Trade Expenses . 

50 


Directors’ Fees . 

60 


Bank Charges. 

10 


Commissions. 

520 


Power and Lighting. 

670 


Insurances—Factory. . 

720 


Office . 

40 


Repairs to Plant . 

850 


Preference Share Dividend, half-year to December 31st, 1961 (net) 

245 


Income Tax Account . 


3,024 


£173,622 £173,622 
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The debentures are secured by a floating charge on the assets of the company. 


Stocks, etc., as at June 30th, 1962, were as follows: 

Raw Materials . £7,640 

Work in Progress. 1,280 

Finished Goods . 4,010 

Accrued charges are to be provided for as under: 

Power and Lighting . £240 

Commissions . 160 

Audit Fee. 100 

A provision of £250 is to be made against doubtful debts. 


Unexpired factory insurances totalled £110 and rates amounting to £240 had been paid 
for the half-year to 30th September, 1962. Depreciation is to be written oflT plant, machinery 
and tools and office furniture and fittings at the rates of 20% and 10% respectively on the 
book values. 


The balance on Income Tax Account is made up as follows: 

Amount brought forward for Schedule D 


liability for 1962-63 . 

... 

£4,535 

Tax recouped by deduction from 

De- 


benture Interest, £300 at 7s. 9d. 

... 

116 



4,651 

Less Tax deducted from Income on 

In- 


vestments, £4,200 at 7s. 9d. .. 


1,627 



£3,024 


Schedule D income tax payable for 1962-63 was agreed at £4,395. The following esti¬ 
mated liabilities to taxation on the current profits are to be taken into account:— 

Income tax. £3,750 

Profits tax. 1,450 

The directors recommend that, after provision for taxation based on the profits of the 
year, the dividend for the half-year ended June 30th, 1962, on the preference shares be paid, 
less tax, and that a dividend of 12|%, less tax, be paid on the ordinary stock. 

The company has contracts on hand for the supply of heavy machinery to the value of 
£8,000, which are not to be provided for in the accounts. 

The directors received salaries from the subsidiary company amounting to £1,500 during 
the year. 

Prepare: 

(a) Manufacturing, Trading and Profit and Loss Account for the year ended 30th June, 1962, 
for presentation to the Directors; and 

(b) Profit and Loss Account for the year ended and Balance Sheet as at 30th June, 1962, in a 
form suitable for presentation to the members, embodying the requirements of the Com¬ 
panies Act, 1948. Comparative figures and group accounts can be ignored. Income tax to 
be taken into account at 7s. 9d. in £. 
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VENEERING MANUFACTURERS, LTD. 
Manufacturino, Trading and Profit and Loss Account 
FOR THE Year ended 30th June, 1962. 



(For presentation to the Directors.) 


Materials— 

1 

i ' 

£ 

Cost of Goods Produced, transferred to Trading 

£ 

Stock, 1st July, 1961 . 

9,320 


Account. 

53,730 

Purchases... . 

31,960 > 




Carriage Inwards . 

1,890 





43,170 




Less Stock 30tlt June, 1962 

7,640 





__ 

35,530 



Wages and National Insurance ... 


13,790 



Power and Lighting . 

910 , 




Factory Insurance. 

610 




Repairs to Plant . 

850 




Depreciation of Plant, etc. 

2,400 


1 




4,770 





54,090 1 



Work in Progress 30th June, 1962 

1,280 

1 



Leri Work in Progress 1st July, 


1 



1961 . 

920 1 

1 





360 ; 

.._l 

1 




£53,730 I 

£53,730 

Finished Goods— 



1 


Stock, 1st July, 1961 


1,270 

Sales ... 

69,100 

Cost of Goods produced 


53,730 





55.000 

1 


Less Slock, 30th June, 1962 


4,010 



Cost of Sales 


50,990 



Gross Profit c/d. 


18,110 





£69,100 

|- 

1 

j £69,100 

Establishment— 

l' 


|| 


Rates . 

... £310 


1, Cross Profit b/d. 

1 18,110 

Repairs to Premises . 

60 


1' 

1 

Insurances . 

40 


I 


Depreciation of Oflice Furniture 

220 ; 


1, 



__ 1 

830 



Administration — 





Directors' Emoluments 

.. 3,060 




Salaries. 

. 3,130 



1 

Commissions 

680 



1 

Audit Fee 

100 




Postages and Telephone 

180 




Printing and Stationery 

40 


i 

1 

Legal and Professional Charaes 

80 




Sundry Trade Expenses... 

SO 



1 

Bank Charges. 

10 


1 , 

1 



7,330 

1 

1 

Finance — 




1 

Interest on Debentures 

600 




Provision for Doubtful Debts 

250 



t 



850 



Net Trading Profit for year c/d. . 


9,100 

j 

1 



£18.110 

t 

I £18,110 

Taxation on profits for year — 




i 

Profits Tux 

...£1,430 


Net Trading Profit for year 

9,100 

Income Tax . 

... 5,145 


Interest on Tax Reserve Certificates 

30 



6,595 

Dividend from Subsidiary Company 

3,800 




Income on Trade Investments ' .. 

100 




Income on Quoted Investments. 

300 

Balance, being Net Profit for year. 

after Taxu- 




tion . 


6.735 





, £13,330 

j 

£13,330 

Dividends (less tax): 





Paid-8% Preference, half-year to 

31st 




Dec. 1961 . 

245 




Proposed- 





8 % Preference, half-year to 30th June 




1962 . 

245 


Net Profit for year, after Taxation, b/d. 

6,735 

Ordinary, 12% % for year to 30th June 


Balance brought forward from last year... £3,090 


1962 . 

... 3,062 


Aiid Over-provision for Income Tax 




3,552 

now written back ... . 140 


Balance carried forward. 


6,413 

: - 

3,230 



£9,965 

1 

£9,965 
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VENEERING MANUFACTURERS LTD. 

( b ) Profit and Loss Accx)unt for the Year ended 30th June, 1962. 

(For presentation to the Members.) 


Tkadino Promt for Year .. . 

includins dividends received from subsidiaries, and after charging all expenses, iiKluding those shown 
hereunder; 


Provision for Depreciation .. 


£2,620 

Interest on Debentures 


600 

Audit Fee. 


100 

Directors’ Emoluments— 



Fees . 

£60 


Managerial 

4,500 



— 

4.560 


f I £ 

12,930 


Income from Investments: 
Trade Investments 
Other Investments 


Promt for Year Before Taxation 

Less Unmed Kinooom Taxation based on profits for the year; 

Profits Tax . 

Income Tax 


too I 

300 I 



I.4S0 I 
5.145 ' 

_I 


400 

13,330 


6,595 


Profit for Year after Taxation 

Add Balance brought forward from last year 

Over-provision for Income Tax written back 


Less Appropriations: 

Dividends (less tax): 

Paid - 8% Preference Shares, half-raar to 31st December, 1961 
Proposed - 8% Preference Shares, half-year to 30th June, 1962 
Ordinary Stock - 12} %, year to 30th June, 1962 


3,090 

140 



I 


6,735 

3,230 

9.965 


245 
245 I 
3,062 ; 



3,552 

£6,413 


BALANCE SHEET as at 30th June, 1962. 



' Author'' 

Issued and ' 


Depre¬ 


Share Capital and Reserves: 

ised 

Fully Paid 

Coat 

ciation 


Share Capital— 

8% Cumulative Preference Shares 

! ‘ 

£ 

Fixid Assrrs— £ 

Goodwill .. lO.CHH) 

£ 

£ 

10,000 

of £1 each . 

^ 10,000 

10,000 i; 

Freehold Land and Buildinas 22,420 



Ordinary Stock 

‘ 50,000 

40,000 

1 

Plant, Machinery and Tools 24,000 
Office Furniture and Fillinas 3,000 

14,400 

1,020 

9,600 

1,980 

Capital Reserve — 

£60,000 

50,000 |i 

£59,420 

Shares in Subsidiary Company, at 

15,420 

44,000 

Share Premium Account. 

' 

3,640 ,1 

Cost .. . 


18,750 

Revenue Reserves . 

! I 

16,413 j 

Trade Investments, at cost. 


3,200 


Amount Set Aside for Future In¬ 
come Tax . 

DBBFNTI.IRES— 

4% Debenture Stock (Secured) 

Current LiARn-rriEs— i 

Trade Creditors . 

Subsidiary Company. 

Expenses . i 

Current Taxation . 

Proposed Dividends (Net): 

Preference Shares. 

Ordinary Stock . 


70,053 

3,750 

15,000 


7,858 I 
7,680 
684 I 
5.845 I 

245 ' 
3.062 : 


25,374 


Current Assets— , 

Stocks and Work in Progress at i 
lowest of: (a) cost; (6) net realis- I 
able value; (c) replacement price { 

ITebtors and Pr^yments.| 

Quoted Investments 
(Market Value £8,680) | 

Tax Reserve Cerlificaies . ... > 

Cash al Bank and in Hand ... j 

Note: 

(1) No provision has been made for ' 

depreciation on land and build- . 
mgs { 

(2) Contracts for capital expen- \ 
diture at 30th June, 1962, not I 
provided for, amount to £8,000. I 


12,930 

10,680 

8,020 

8,000 

8..597 


£114,17? 


DIeeelors 


48.227 


£114,177 


Notes: (I) The Trading profit for the year is: 

Net Trading Profit as in (a) 
Dividends irom Subsidiary Company 
Interest on Tax Reserve Certificates 


£9,100 

3,800 

30 


£12,930 
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Noie\ (conllnurd) (2) The charge for Income Tax is found as follows: 

Schedule D liability .. 3,750 

Tax deducted from Income on Investments, £4,200 at 7/9 .. 1,627 


5,377 

Less Recouped on Debenture Interest, £600 at 7/9 .. .. 232 


£5,145 


(3) The ovef'provision for Income Tax in the previous year is £4,535 — £4,395 = £140. 


(4) Liability for expenses comprises: 

Accrued Charges .. £500 

Half-year Debenture interest,/esr tax 184 

£684 

(5) Current taxation includes: 

Schedule D, 1962-63 . 4,395 

Proiits Tax . 1,450 


£5.845 

Alternatively, the Balance Sheet may be presented in the following form— 

Balance Sheet as at 30th June, 1962 

‘ i 

I Issued 



! Author- 

and 



ised 

Fully 




paid 

Share Capital and Reserves: 



£ 

Capital: 




Ordinary Stock 

,, ,, ,, ,, ,, 

50,000 

40,000 

8% Cumulative Preference Shares of £1 each .. 


10,000 

10,000 



£60,000 

.50,000 

Capital Reserve: 




Share Premium Account . 

. 


3,640 

Revenue Reserves . 



16,413 




70,053 

Amount Sft Aside for Future Intome Tax 



3,750 

Debentures: 




4% Debenture Stock (Secured). 

. 


15,000 




£88,803 
-- 

Represented by: 

Cost 

Depre- 




ciation 



£ 

£ 

£ 

Fixed Assets : 




Goodwill . 

.10,000 


10,000 

Freehold Land and Buildings . 

. 22,420 


22,420 

Plant, Machinerv and Tools. 

. 24,000 

14,400 

9,600 

Oflke Furniture and Fittings. 

.3,000 

1,020 

1,980 


£59,420 

£15.420 

44.000 

Shares in Subsidiary Oimpany, ai cost . 

. 


18,750 

Trade Investments, at cost . 



3.200 

Current Assets : 




Stock and Work in Progress at lowest of (a) cost, (6) 

net realisable value, (c) replacement price 

12.930 


Debtors and Prepayments ... . 

••• ... ... ... .. 

10.680 


Quoted Investments (Market Value £8,680). 


8,020 


Tax Reserve Certificates . 


8,000 


Cash at Bank and in Hand . 


8,597 


Less Current Liabilities : 


43,227 


Trade Creditors . 

. £7,858 



Subsidiary Company . 

.7,680 



Expenses ... ... ... . 

. 684 



Current Taxation. 

.5,845 



Proposed Dividends (less tax): 




Preference Shares . 

.£245 



Ordinary Stock . 

.3,062 




- 3,307 





25,374 





22,853 




£88,803 
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Nora. 

(1) No provision has been made for depreciation on land and buildings. 

(2) Contracts for capital expenditure at 30th June, I9C2, not provided for amount to £8,000. 


^ DirK dors, 
\ 


Specimens of recently published accounts of well-known public companies arc 
given in Appendix B. 

Cash Flow 

The amount by which the internal resources of a business have increased during an 
accounting period by profits and amounts retained as provision for depreciation is referred 
to in modern business parlance as the ‘cash flow’. It comprises the net profit (after taxation) 
shown by the accounts, plus the amount charged in the accounts for depreciation, and less 
the net amount of the dividends paid out of the net profit. Thus, in the above illustration, 
the cash flow for the year would be— 

£ 

Net Profit (after taxation) for year .. 6,735 

Add Depreciation charged for year .. 2,620 


9,355 

Deduct: Net Dividends paid and proposed 3,552 


£5,803 

The significance of the amount of the cash flow is that it indicates the extent to which any 
projected capital expenditure can be financed without the necessity of raising additional 
capital from external sources. 

The term ‘cash flow’ is also used in considering the profitability of an asset proposed to be 
purchased. In this connection ‘cash flow’ means the profit, before charging depreciation, 
which may be anticipated from the use of the asset for a series of years. By computing the 
cash flow on each of alternative purchases which are under consideration their respective 
merits can be compared. Thus, an investment which is estimated to produce a cash flow of 
£10,000 is to be preferred to an investment of the same amount which in the same period 
will yield only £6,000. 

Sometimes the cash flow may be affected by the timing of the annual accruals. For 
example, in one case the bulk of the flow may be expected to accrue in the first and second 
years, while in another little or nothing will be earned until the fourth or fifth year. In such 
a case the discounted cash flow should be ascertained. This is the aggregate of the present 
values of the annual accruals, Le., the amounts which, if invested at an assumed rate of 
interest, would produce the amounts of the accruals in the years in which they will be 
received. Thus, if the rate of interest is taken to be 10 per cent, the present values are ijg 
of the first year’s accrual, (I?}})* of the second year’s accrual, and so on. The aggregate of 
these present values, or the discounted cash flow in the case of each proposed investment, 
will enable their respective merits to be compared, whilst a comparison of the discounted 
cash flow with the cost of the investment will give an estimate of its profitability. 

(k) Valuation of Stock-In-Trade and Woik-in-Progress for purpose of Accounts 
The following are extracts from the recommendations and memoranda made by The 
Institute of Chartered Accountants in England and V/ales as to the value at which 
stock-in-trade and work-in-progress should be included in financial accounts. 

K2 
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Recommendation 

The amount carried forward for stock and work in progress should be computed on a basis 
which, having regard to the nature and circumstances of the business, will enable the accounts 
to show a true and fair view of the trading results and the hnancial position. In most 
businesses the basis should be the cost of the stock held, less any part thereof which properly 
needs to be written off at the balance sheet date. 

The circumstances of each business should determine the basis which is appropriate and 
the method of computation which should be adopted in determining cost and the part 
thereof, if any, which should be written off. In most businesses the choice lies between 
writing off any excess of cost over either (a) the net realisable value of the stock, or {b) the 
lower of net realisable value and replacement price, these terms having the meanings 
attributed to them below. In some businesses it may be appropriate to use special bases, 
including some which depart from the rule that profit should not be anticipated. 

The basis adopted and the methods of computation should be used consistently from 
period to period. A change of basis or method should not normally be made unless the 
circumstances have changed in such a way that its continued use would prevent the accounts 
from showing a true and fair view of the position and results. When a change is made the 
effect, if material, should be disclosed as an exceptional item in the profit and loss account 
or by way of note. 

The following are the meanings attributed to ‘cost’, ‘net realisable value’ and ‘replacement 
price’ in this recommendation: 

(a) ‘cost’ means all expenditure incurred directly in the purchase or manufacture of the stock 
and the bringing of it to its existing condition and location, together with such part, if any, 
of the overhead expenditure as is appropriately carried forward in the circumstances of the 
business instead of being charged against the revenue of the period in which it was incurred. 

{b) ‘net realisable value’ means the amount which it is estimated, as on the balance sheet 
date, will be realised from disposal of the stock in the ordinary course of business, either 
in its existing condition or as incorporated in the product normally sold, after allowing for 
all expenditure to be incurred on or before disposal. 

(c) ‘replacement price' means an estimate of the amount for which in the ordinary course of 
business the stock could have been acquired or produced either at the balance sheet date 
or in the latest period up to and including that date. In a manufacturing business this 
estimate would be based on the replacement price of the raw material content plus other 
costs of the undertaking which are relevant to the condition of the stock on the balance 
sheet date. 

The comparison between cost and net realisable value or replacement price may be made 
by considering each article separately, or by grouping articles in categories having regard to 
their similarity or inter-changeability, or by considering the aggregate cost of the total stock 
in relation to its aggregate net realisable value or, as the case may be, aggregate replacement 
price. The aggregate method involves setting foreseeable losses against unrealised profits on 
stock and may not be suitable for businesses which carry stocks which are large in relation 
to turnover. 

Where the amount carried forward for stock is material in relation to either the trading 
results or the financial position, the accounts should indicate concisely the manner in which the 
amount has been computed. If this is not practicable the accounts should contain a note to 
the effect that a concise statement of the bases and methods used is not practicable but that 
the amount has been determined for the whole of the stock at the balance sheet date on 
bases and by methods of computation which are considered appropriate in the circumstances 
of the business and have been used consistently. The use of the term ‘market value’ should 
be discontinued. 
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Methods of Calculating Cost 

Apart from the variations which occur in calculating the amount to be attributed to each 
of the elements of cost there are various methods of computing cost. 

In a small business one method only will normally be used but in a large composite 
business carrying on a variety of activities different methods may be used for different 
activities; once selected, however, the methods should be applied consistently to those 
activities from period to period. The following are the principal methods: 

(fl) 'Unit* cost 

The total cost of stock is computed by aggregating the individual costs of each article, 
batch, parcel or other unit. The method is not always capable of application, either because 
the individual units lose their identity (notably where stocks are bulked or pass through a 
number of processes) or because it would involve undue expense or complexity to keep 
individual records of cost particularly where these necessitate allocations of expense. 

(b) 'First in, first out' 

Cost is computed on the assumption that goods sold or consumed are those which have 
been longest on hand and that those remaining in stock represent the latest purchases or 
production. 

(c) 'Average' cost 

Cost is computed by averaging the amount at which stock is brought forward at the 
beginning of a period with the cost ofstock acquired during the period; consumption in the 
period is then deducted at the average cost thus ascertained. The perio^cal rests for calcu¬ 
lating the average are as frequent as the circumstances and nature of the business require and 
permit. In times of rising price levels this method tends to give a lower amount than the cost 
of unsold stock ascertained on a ‘first in, first out’ basis and in times of falling prices a higher 
amount. 

id) 'Standard' cost 

A predetermined or budgeted cost per unit is used. The method is particularly convenient 
where goods pass through a number of processes or are manufactured on mass production 
lines; but it will not result in a fair approximation to actual cost unless there is a regular 
review of the standards with appropriate adjustment and revision where necessary. 

(e) 'Adjusted selling price' 

This method is used widely in retail businesses. The cost of stock is estimated by calculating 
it in the first instance at selling prices and then deducting an amount equal to the normal 
margin of gross profit on such stocks. It should be appreciated that where the selling prices 
have been reduced the calculation will bring out cost only if appropriate allowance for price 
reductions is included in fixing the margin to be deducted; if no such allowance is made it 
may bring out amounts which approximate to replacement price. The calculations under this 
method may be made for individual items or groups of items or by departments. 

Treatment of overhead expenditure 

Before deciding upon the method by which to compute ‘cost’ it is necessary to consider 
to what extent, if at all, the inclusion of overhead expenditure is appropriate to the particular 
business. 

Overhead expenditure may be divided into: 

(a) production expenses such as factory rent, rates, depreciation, insurance and supervision, 
and other indirect expenses of acquiring and producing stock; 
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(b) administration expenses not attributable directly to the acquisition or production of 
stock or the bringing of it to a saleable condition and location; 

(c) selling expenses; 

(d) finance charges. 

Another classification (which can be applied also to each of the foregoing divisions) is to 
distinguish between ‘fixed overheads’, that is to say standing charges such as rent and rates 
which accrue and expire wholly or largely on a time basis, and ‘variable overheads’, which 
vary in a greater or lesser degree with the level of activity of the undertaking or of the depart¬ 
ment concerned but are not so closely associated with production or the volume of produc¬ 
tion as to be classed as direct expenditure. 

Opinions differ on the extent to which overhead expenditure should be included in com¬ 
puting the cost of stock, though it is generally agreed that it cannot properly include selling 
and finance and other expenses which do not relate to the bringing of stock to its existing 
condition and location. The following are some practices which reflect the differing views on 
this matter; 

(a) in some businesses no overhead expenditure is included as an element determining the cost 
of stock which is to be carried forward; 

{b) in others only the ‘marginal’ cost of unsold stock is included, that is to say, that part of 
the cost of production of the period which has been incurred only because the stock 
remaining on hand was acquired or produced; all other expenses, including depreciation, 
arc dealt with as revenue charges of the period for which they are incurred, the ground 
being that they arise irrespective of the quantity of stock which remains on hand at the 
end of the period and therefore are not an element in its cost; 

(c) in other businesses an appropriate proportion of the overhead expenditure relevant to the 
period of production is included on the ground that for the purpose of financial accounting 
any expense, whatever its characteristics, which is related even though indirectly to the 
acquisition or production of goods ought to be included in the cost of those goods and 
ought not to be charged against revenue until they are sold; an ‘appropriate proportion’ 
is determined by reference to a normal level of activity. 

These differing views about the inclusion of overhead expenditure may be very important 
in their effect upon the amounts carried forward for stock and upon the profits disclosed in 
the accounts. No one method of dealing with overhead expenditure is suitable for all 
businesses. The method selected by the management needs to be clearly defined and must 
have regard to the nature and circumstances of the business so as to ensure that the trend 
of the trading results will be shown fairly. Once the method has been selected it needs to be 
used consistently from period to period regardless of the amount of profits available or 
losses sustained. A change of method is appropriate only if there is a change in the relevant 
circumstances of the business. If material, the effect of a change of method would need to be 
disclosed in the accounts. 

Special bases used in some businesses 
Stocks at selling prices 

In some types of businesses, such as tea and rubber producing companies and some 
mining companies, it is a recognised practice to bring stocks of products into account at the 
prices realised subsequent to the balance sheet date, less only selling costs. By this means the 
whole of the profit is shown in the period in which the crop is reaped or the minerals won. 
This basis has come to be accepted as customary in the industries concerned. 

In manufacturing businesses which carry stocks of by-products the separate cost of which 
is not ascertainable these stocks are normally included at current selling price (or contract 



§ 15] COMPANY ACCOUNTS 301 

sale price where applicable) less any expenses to be incurred before disposal; the cost of the 
main product is reduced accordin^y. 

Long-term contracts 

In businesses which involve the acceptance and completion of long-term contracts it is 
often appropriate to spread over the period of the contracts, on a properly determined basis, 
the profits which are expected to be earned when the contracts are completed. This pro¬ 
cedure takes up in each period during the performance of the contract a reasonable amount 
as representing the contribution of that period towards the eventual profit; it thus recognises 
to a prudent extent the value of the work done in each period and restricts the distortion 
which would result from bringing in the whole of the profit in the period of completion. The 
principles which determine whether an clement of profit is to be included are: 

(a) profit should not be included until it is reasonably clear from the state of the work that 
a profit will ultimately be earned; it is therefore inappropriate to include any profit 
element where at the balance sheet date the contract has been in progress for a com¬ 
paratively short time or to include an amount in excess of the profit element properly 
attributable to the work actually done; 

{h) provision should be made for foreseeable losses and allowance should be made as far as 
practicable for penalties, guarantees and other contingencies; 

(c) a clear basis for including a profit clement should be established and adhered to con¬ 
sistently. 

^Base stock' 

In some businesses the minimum quantity of raw materials or other goods, without which 
they cannot operate their plant or conduct their operations, is treated as being a fixed asset 
which is under constant renewal by charges to revenue; that part of their stock (the base 
stock) is therefore carried forward not at its cost at the date of the accounts but at the cost of 
the original quantity of stock with which the business commenced operation. In old estab¬ 
lished businesses the amount will be based on prices paid for stocks acquired many years 
previously and many times replaced. 

*Last in, first out’ 

The ‘last in, first out’ basis, which is in use in some overseas countries, assumes that the 
stocks sold or consumed in any period are those which were most recently acquired or made 
and therefore that the stocks whose cost is to be carried forward are those which were 
acquired, or made, earliest. The result is to charge consumption at prices approximating to 
current replacement prices and to carry forward stocks held at the close of the period at 
prices at which goods were purchased, or made, in earlier periods. When prices are falling 
this basis may result in showing the stock at an amount in excess of current prices in which 
event provision is made for the excess. During periods of rising prices, except in those in¬ 
stances where the physical movement of goods corresponds with the assumption that ‘last in’ 
is ‘first out’, the effect is to state the stock at less than its cost. The amount carried forward 
for stock may represent prices at which goods were acquired or produced several years 
earlier. 

Description in the Annual Accounts 

In most businesses the amounts carried forward for stock from one period to another are 
material in their effect upon the presentation of the trading results and financial position. 
The differences which exist among the methods which are recognised as proper for the com¬ 
putation of those amounts are also so important that, unless an indication is given of the 
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way in which the amounts are computed, the significance of the results and of the financial 
position shown by the accounts may be obscured. The following are illustrations of how such 
an indication might be given concisely where the circumstances make this appropriate: 

(a) Normal basis 
‘at cost’; 

‘at the lower of cost and net realisable value’; 

‘at the lowest of cost, net realisable value and replacement price’; 

‘at cost less provision to reduce to net realisable value (or ‘to the lower of net realisable 
realisable value and replacement price’). 

The expression ‘market value’ does not indicate whether it implies net realisable value or 
replacement price and is therefore not regarded as an appropriate description. Such terms 
as ‘at or under cost’ or ‘as valued by the company’s officials’ are also not regarded as 
suitable. 

{b) Special bases 

If one of the special bases mentioned above is used an appropriate description would be 
required. 

(1) Contingent Liabilities 

This expression implies that there are certain transactions the result of which is 
not yet known, which may or may not involve the payment of money at some sub¬ 
sequent date, or that the amount of a liability is dependent upon some factor not yet 
decided. The Companies Act, 1948, requires a note to be made on the Balance Sheet 
of the general nature of contingent liabilities not provided for in the accounts and, 
where practicable, of the aggregate amount or estimated amount of these liabilities, 
if it is material. 

The most familiar example of a contingent liability is that in respect of bills 
receivable which have been discounted but have not yet matured at the date of the 
Balance Sheet. If any such bills are dishonoured by the acceptors the holders will 
have a right of recourse against the drawers or prior indorsers. Since it is not known 
at the date of the Balance Sheet whether or not outstanding bills will be met in due 
course, a note should be inserted stating that; There is a contingent liability in 
respect of bills under discount, amounting to £ .* When, however, there is a 

definite expectation that certain of the bills will not be met, provision should be made 
for the anticipated loss. To the extent that provision is made in the accounts, it will 
be unnecessary to refer to the contingent liability by way of note on the Balance Sheet. 

Other instances of contingent liabilities are the uncalled liability on partly paid 
shares held in other companies, liabilities under guarantees, or in respect of pending 
actions at law, etc. Contingent liabilities may also exist in respect of contracts for 
work only partly performed, trade contracts, etc., but it is usual only to note on the 
face of the Balance Sheet the existence of those contingent liabilities which, should 
they accrue, might involve actual loss to the business. Other contingent liabilities, 
which, when they accrue, will result in the acquisition of an asset of corresponding 
value, are sometimes omitted; though a note should be made where the amount 
involved is of any consequence. 
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Where dividends remain unpaid on cumulative preference shares, a note of the 
amount thereof must be made on the Balance Sheet. These (so called) ‘arrears’ are 
not actual liabilities, but the fact of their existence is important to the members in 
ascertaining their respective interests in the company. The amount must be stated 
before deduction of income tax, unless the dividend is payable‘free of tax.’ 


(m) Dividends 

The profits of a limited company may be distributed among the members in the form 
of dividends on the recommendation of the directors and in accordance with the 
articles of the company. 

The articles usually provide that the dividend shall be calculated on the amount for 
the time being paid up on the shares, so that no dividend would be payable on any 
calls in arrear. Quite commonly, however, interest is chargeable on calls in arrear, 
and the dividend may then be made payable on the amount called up, if permitted 
by the articles. Where Table A applies, dividends can only be paid on the amounts paid 
up in all cases. Where moneys have been paid in advance of calls. Table A (1948) 
provides that such payments shall not be treated as paid up thereon. No dividend can 
therefore be paid on calls paid in advance, unless Table A is excluded and the 
company’s special articles permit such a payment. 

A dividend is not due to members until declared by the company in general 
meeting, so that even preference dividends, though usually payable at fixed dates, 
are not recoverable against the company before declaration. The directors are 
usually empowered by the articles to pay interim dividends, but although directors 
may pay such dividends, they do not become debts enforceable against the company 
until they have been declared by the company in general meeting. 

It is usual for companies to include in their accounts the proposed dividends and 
other appropriations which will be recommended by the directors for declaration at 
the general meeting. Such appropriations are debited to Profit and Loss Appropriation 
Account and credited to Dividend Account(s), the latter being included as a liability 
on the Balance Sheet. Although this practice may be theoretically inaccurate (a liability 
being shown which may not become a debt, since the meeting might refuse to declare 
the dividend or might reduce it), it has received statutory authority in the Companies 
Act, 1948, which requires the amount of proposed dividends to be shown in the Profit 
and Loss Account and Balance Sheet. 

The usual procedure in important businesses is to transfer the amount of cash pay¬ 
able in respect of any dividend declared to a special Dividend Bank Account, against 
which the dividend warrants are drawn. 

In the financial books, an account is rais^ in respect of each dividend declared, 
details of the amounts due to individual shareholders being recorded in a dividends 
books or on dividend sheets. Dividends unclaimed are revealed by the balances 
appearing from time to time on the Dividend Accounts, and these are periodically 
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transferred to an Unclaimed Dividends Account, which will appear as a liability 
in the Balance Sheet. 

Where a company has issued share warrants to bearer, dividend coupons are 
usually attached thereto, and upon the notification by advertisement of the declara¬ 
tion of a dividend, the appropriate coupon should be detached by the holder of a 
warrant and paid into his bank for collection in the same manner as a cheque. If no 
coupons are attached to the warrants, the latter must be deposited with the secretary 
of the company who, after verification, will return the share warrant together with a 
cheque for the amount of the dividend. 

Unless dividends are declared ‘free of tax’, income tax at the standard rate must 
be deducted and only the net amount of the dividend paid. The dividend warrant 
must state the gross amount or its equivalent, the rate and amount of tax deducted, 
and the net amount payable, even where the payment is ‘free of tax’ (Section 199, 
Income Tax Act, 1952). 

Periodically, the total amount of the dividend warrants which have been presented 
for payment will be ascertained from the dividend pass book, credited to the divi¬ 
dend cash book, and debited to the appropriate Dividend Account, the balance of 
which at any time will represent the amount of dividends unclaimed. These should be 
treated as a liability in the Balance Sheet, the balance of cash as per the dividend 
pass book appearing as an asset of an equal amount. 

The dividends payable are listed on dividend sheets, of which a specimen appears 
in the illustration given below. These sheets, which provide the data from which the 
dividend warrants are prepared, are written up from the share register, after all 
transfers have been recorded therein. The total of the Net Dividend column is the 
amount to be transferred from the general bank account to the dividend bank ac¬ 
count. The warrants presented and paid through this account are ticked up on the 
dividend sheets, and any unticked items at any time represent dividends unclaimed, 
the total of which should agree with the balance on the Dividend Account. 

Illustration 

W. Ltd. has an issued capital of £100,000, all in ordinary shares of £1 each, and prepares 
accounts annually to 31st March. 

In December, 1962, the company declared a dividend of 10 per cent., less tax, for the 
year ended 31st March, 1962, payable on 20th December, and instructed the company’s 
bankers on the same day to transfer the sum required to pay the dividend to a special 
Dividend Account. 

On 31 St March, 1963, the dividend warrants had all been presented for payment, with the 
exception of two, for £6 2s. 6d. and £24 10s. Od. respectively. 

You are required: 

(fl) To give a ruling, with two specimen entries, of a dividend sheet suitable for use in 
recording the dividend; and 

(b) To set out the ledger entries involved, including the Dividend Bank Account, 
bringing down the balances as on 31st March, 1963. Income Tax is to be taken into 
account at 7s. 9d. in the £. 
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DIVIDEND SHEET 

Dividend for Year ending 31st March. 1962 

No. of Dividend—40— Rate : 10 per cent. Payable 20th December, 1962 


Membere' 
Names and 
Addresses 


Share Number 
Register i of 
Folio ' Shares 


Dividend 


Gross 


Tax at 7/9 ' Net 


£ s. d. £ s. d. ' £ s. d 


Warrant 

No. 


Special 
Instructions 
and Remarks 


A. Jones, 

14 High Street, 
Manxton 

t 

1,000 

O 

o 

8 

.3B IS 0 

61 5 0 ' 

6SI 


B. Robinson, 

The Hollies, 
Wroxton. 

2 

660 

i 66 0 0 

25 It 6 

40 S 6 

482 

Payable to Barclays Bank 
Ltd. Head Office. 


DIVIDEND No. 40 ACCOUNT 


1963 

Mar. 31 


Dividend No. 40 Bank Acaiunt 
Unclaimed Dividends Account 


£ s. d. 
6.0V4 7 6 
30 12 6 


£6,I2.S 0 0 


I <162 
Mur. 31 


Profit and Loss Appropriation 
Account—Dividend of 10 per { 
cent, on £100,000, less tux at | 
7/9 in £ declared 20th I^c., i 
1962 . 


£ s. d. 


6,125 0 0 


£6,125 0 0 


1962 : 

Dec. 20 i 


1963 

April I 


DIVIDEND No. 40 BANK ACCOUNT 


General Bank Account 


Balance b/d. 


£ s. d. 
6.I2.S 0 0 


1963 
Mar. 31 


Dividend No. 40 Account— 
Dividends Pa:d 

Balance c/d. ... . 


£6,125 0 0 ,j 
30 12 6 I 


£ s. d. 

6,094 7 6 
30 12 6 


£6.125 0 0 


1963 

Mar. 31 


Balance c/d. 


UNCLAIMED DIVIDENDS ACCOUNT 


1 

£ s. d 1963 1 

1 

£ s. d. 

30 12 6 Mar. 31 1 Dividend No. 40—Warrants 


not presented— 


: A. 

6 2 6 

; B. 

i 24 10 0 

£30 12 6 '1 ' 

£30 12 6 

1963 1 


Apr. 1 1 Balance b/d. 

30 12 6 


1962 
Mar. 31 


PROFIT AND LOSS APPROPRIATION ACCOUNT 
£ s. d. {' I 

6,125 0 0 l! I 


Dividend of 10 per cent, less 
tax, on 100,000 Ordinar> 
Shares of £1 each . 


(n) Hie treatment of Taxation in the Accounts of Companies 
Income Tax on a company’s trading profits is assessed under Schedule D in respect 
of the fiscal year ended 5th April, but the assessment is normally based on the profits 
of the company’s accounting year ended within the preceding fiscal year. Thus, the 
profits of the accounting year ended 31st December, 1962, would form the basis of 
assessment for the fiscal year 1963-64. 
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The income tax legally applicable to the year ended 31st December, 1962, is, how¬ 
ever, the proportion of the tax for the fiscal year 1961-62 (based on the profits for 
1960) in respect of the period 1st January to 5th April, 1962, plus the proportion of 
the tax for the fiscal year 1962-63 (based on the profits for 1961) in respect of the 
period 6th April to 31st December, 1962. If provision for the tax liability is made on 
this basis, the result will be that the charge for income tax in the accounts for any year 
will bear no relation to the profits included in such accounts. Cases might even arise 
where the profits of a period are insufficient to meet the charge for taxation made in 
the accounts for that period. 

The practice has therefore arisen - and has been the subject of recommendations 
by the Institute of Chartered Accountants - to base the charge for income tax made 
in the accounts on the profits earned during the period covered by those accounts, 
even though the liability does not arise in that period - in other words, the accounts 
are charged with an amount set aside for future income tax. As this amount is not 
in fact a liabihly at the date of the balance sheet, it should not be grouped with current 
liabilities, but should be shown as an amount set aside, or as a reserve for, future 
income tax. The Institute recommend that, whether described as a reserve or not, an 
amount set aside for future income tax should be shown separately and should not 
not be aggregated with reserves. 

If this practice is followed, the Income Tax Account for an accounting period 
will be— 

{a) credited with the balance brought forward from the previous year (which will 
normally comprise the outstanding liability for current tax, plus the amount set 
aside for future tax, at the last balance sheet date); 

{b) debited with tax paid, and with tax suffered by deduction from investment income 
during the period; 

(c) credited with tax recouped by deduction from annual charges, such as debenture 
interest, loan interest, ground rent, etc. (but not with lax deducted from dividends 
paid, which should be debited net to Profit and Loss Account); and 
{d) debited with the outstanding liability (if any) for current tax and with the amount 
set aside for future tax, at the end of the period. The amounts so debited will be 
carried down to the credit of the Income Tax Account for the subsequent period, 
and will apear in the balance sheet as a current liability and an amount set aside for 
future income tax respectively. 

The balance of the Income Tax Account will now represent the income tax borne 
on the profits for the period covered by the account, and will be transferred to Profit 
and Loss Account, in which it will be so described. Where, however, the actual 
liability for any year has proved to be greater or less than the amount set aside in 
respect thereof the difference, if an overprovision, should be added to, or if an under¬ 
provision, deducted from, the balance on Profit and Loss Account brought forward 
from the previous year. 

In the case of a new business the profits of the first year will provide the basis of 
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assessment for the first two, or possibly three, fiscal years, and it would normally be 
impracticable to set aside out of the profits of one year an amount sufficient to provide 
for the estimated future liability for all those years. In such a case, an acMitional 
amount should be set aside in each of the early years, and shown separately, towards 
the liability for the following years, until all tax based on profits to date has been set 
aside. 

Where tax reserve certificates are surrendered, the interest allowed thereon, as well 
as the face value of the certificates, is applied in discharge of tax, and should be 
debited to Income Tax Account, Tax Reserve Certificates Account being credited with 
the face value of the certificates surrendered and Interest on Tax Reserve Certificates 
Account with the interest. No income tax is chargeable on this interest. 

Profits tax is assessed on the amount of the profits for the accounting period, and 
provision therefor should be made on this basis. 

ninstratioD 

At 1st January, 1962, B Ltd. had a credit balance brought forward on Income Tax 
Account of £32.000, which was made up of amounts set aside for: 

Income Tax, Schedule D 1961/62 . £16,250 

.. 1962/63 . 15,300 

„ Schedule A 6th April to 31st Dec., 1961—Jx £600. 450 

£32,000 

The company held the following Tax Reserve Certificates: ——— 

£20,000 purchased 31st August, 1960 
£10,000 purchased 30th June, 1961. 

During the year 1962 the following transactions took place: 

1st January Paid | year’s dividend due 31st December, 1961, on 50,000 6% 
Preference Shares of £1 each. 

6 th „ Received Quarter’s Interest on £10,000 2j % Consols. 

28th „ Paid Schedule A Tax, £600 and Schedule D Tax £16,250 for 1961/62, 

by surrendering £16,675 Tax Reserve Certificates on which the 
interest allowable is £166 15s. Od., and the balance in cash. 

6 th April Received Quarter’s Interest on £10,000 2^ % Consols. 

15th May Paid dividend for 1961 of 10% less tax on 100,000 ordinary shares 
of £1 each, fully paid. 

30th June Paid i year’s Interest, on £30,000 4% Debentures. 

1 st July Paid ^ year’s dividend due 30th June, 1962 on 50,000 6% Preference 

Shares. 

6 th July Received quarter’s interest on £10,000 2^% Consols. 

6 th October Received quarter’s interest on £10,000 2^% Consols. 

31st October Purchased £20,000 Tax Reserve Certificates. 

31st Dec. Paid i year’s Interest on £30,000 4% Debentures. 

31st Dec. Schedule D liability for 1962/63 has been agreed at £15,000. The liability 

for 1963/64, based upon the profits for 1962 is estimated at £17,500. 

Write up the accounts relating to Income Tax and Tax R^erve Certificates for the year 
ended 31st December, 1962. 
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INCOME TAX ACCOUNT 


1962 

Jan. 6 
Jan. 28 


July 6 
Oct. 6 
Dec. 31 


Coiuola Intereat Account | 

£62 10 0 at 7/9 in £ i 

Tax Reserve I 

Certificatea I 

Account £16,673 0 0 . 
Intereat on Tax 
Reserve Ceni- I 

ficatea Account 166 13 0 I 
Cash ... 8 3 0 1 


Discharging— 

Sch. A fax 1961/62 
** O „ ,, 


Consols Interest Accouni- 
£62 10 0 at 7/9 in £ ... 


Balance c/d. 

Sch. A 1962/63 
} X £600 
Sch. D 1962/63 
Sch. D 1963/64 


£ a. d. i! 1962 
: Jan. 1 
24 4 3 ; June. 30 


Dec. 31 
Dec. 31 


16,830 0 0 


£600 , 
16,230 I 

£16.850 i 


24 4 4 
24 4 5 
24 4 4 


I 32,950 0 0 
£49,896 ”17 6 


Balance b/f. . 

Debenture Interest Account— 
£600 at 7/9 in £ . 

Proftt’and Loss Account ‘ 
Charge for year £17,731 17 6 
Less Overproviston 
for Schedule D 
tax for 1962-63 300 0 0 


1963 , 

Jan. 1 ' Balance b/f. 


£ a. d. 
32,000 0 0 

232 10 0 
232 10 0 


17,431 17 6 


£49.896 17 6 
32,930 0 0 


1962 
Jan. I 
Oct. 31 


1963 

Jan. 1 


TAX RESERVE CERTIFICATES ACCOUNT 


Balance b/f. .. 

Cash—Purchase of £20,000 Certifi¬ 
cates . 


Balance b/d. ... 


20.000 j 
. £50,000 I 

! 33.325 ,1 


1962 ' 
Jan. 28 i 

Dec. 31 ' 


Income Tax Account—CerU'licates 

surrendered . 

Balance c/d. ... . 


; £50,000 


1962 
Dec. 31 


INTEREST ON TAX RESERVE CERTIFICATES ACCOUNT 



' £ s. d. ' 

1962 


Profit and Loss Account . . 

166 IS 0 

Jan. 28 

Income Tax Account—Interest on 


1 

1 

Certificates surrendered 


£ s. d. 
166 15 0 


The transfer to Profit and Loss Appropriation Account at 31st December, 1962, is 
made up as follows: 

£ s. d. 

Schedule A Tax, 1962 . 600 0 0 

Amount set aside for Schedule D Tax, 1963/64 . 17,500 0 0 

Tax on Consols Interest. 96 17 6 


Less Tax recouped on Debenture Interest 

Charge for year . 

Less Over-provision for Schedule D Tax for 1962/63 


£ 

s. 

d. 

600 

0 

0 

17,500 

0 

0 

96 

17 

6 

18,196 

17 

6 

465 

0 

0 

17,731 

17 

6 

300 

0 

0 

£17,431 

17 

6 


The over-provision for 1962-63 should be added to the balance of Profit and Loss Account 
brought forward from the previous year as in the illustration on p. 295. 
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The following is a summary of the recommendations on this subject made by the 
Council of the Institute of Chartered Accountants in England and Wales. 

Basis of the charge and of amounts provided and set aside for income tax 

(a) The charge for income tax should preferably be based on the profit for the year and 
should be so described. 

(b) Any material adjustment in respect of amounts charged in previous years should be 
shovm separately. 

(c) New companies should preferably set aside from profits an additional amount, to be 
shown separately, for or towards the balance of the lax payable for the current and following 
income tax years until all income tax based on profits to date has been set aside. 

(d) Companies whose practice has been to charge only the accrued proportion of the 
current year’s assessment should preferably set aside from current or accumulated profits 
an additional amount, which should be shown as a separate item, for or towards the balance 
of the tax payable for the current and following income tax years until the full amount to 
cover all income tax based on profits to date has been set aside. 

The balance sheet should show by note or otherwise the basis on which the amounts in¬ 
cluded for income tax have been computed; if the full amount of tax on all profits to date is 
not set aside, this should be made clear. 

Amounts set aside for future income tax (apart from amounts set aside because deprecia¬ 
tion and capital allowances differ) should consist only of: 

(a) any amount set aside in respect of estimated tax for the income tax year commencing 
after the balance sheet date; and 

(Z>) the proportion of the current year’s income tax for the period from the balance sheet 
date to the following April 5th, if the amount included under current liabilities is calcu¬ 
lated on the basis of a ^y-to-day accrual of the income tax assessed for the income tax 
year in which the accoimting year ends. 

Amounts set aside for future income tax whether described as reserves or not, should be 
shown separately and should preferably not be aggregated with reserves. Income tax assess¬ 
able for any income tax year commencing after the balance sheet date should not be grouped 
with liabilities. 

Income taxed at source and under Schedule A 

Dividends, interest and other income should be brought to credit gross and should there¬ 
fore include income tax suffered by deduction, or deemed for income tax purposes to have 
been suffered by deduction on such income. The relative amount of income tax should be 
included as part of the charge for income tax for the year. 

Income tax assessed under Schedule A and not recovered by deduction from rent paid 
forms part of the income tax charge of the paying company and should be included in the 
charge for income tax. 

Annual charges 

Debenture, loan and note interest, royalties and other annual charges payable under de¬ 
duction of income tax should be charged gross in the profit and loss account. 

Dividends payable 

The amounts shown in the accounts in respect of dividends paid or payable should be the 
net amounts, whether they are declared as ‘subject to income tax’, ‘less income tax’ or ‘free 
of income tax*. 


Claims for reli^ under Section 341, Income Tax Act 1952, in respect of trading losses 
A company which bases its charge for income tax on the profit of the year should adopt the 
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following procedure when it incurs a trading loss entitling the company to relief under 
Section 341; 

(a) If the income tax relief under Section 341 is dealt with in the accounts for the year in 
which the trading loss is incurred: 

(i) where the relief obtainable under Section 341 is less than the tax on income from 
other sources, the charge for income tax should be shown after taking relief into 
account, and should be described as income tax based on the profit for the year; 

(ii) where the relief obtainable under Section 341 exceeds the tax on income from other 
sources the excess should be shown as income tax recoverable; 

(iii) the amount of income tax recoverable should be set off in the balance sheet either 
as a deduction from current liabilities for tax or from amounts set aside for future 
tax, as may be appropriate; or as an asset reduced by current liabilities for tax or by 
amounts set aside for future tax. 

(b) If the income tax relief under Section 341 is not dealt with in the accounts in which the 
trading loss is incurred: 

(i) in the accounts for the year in which the trading loss is incurred an indication should 
be given, if the amount is material, that no credit has been taken for the potential 
income tax rwovery under Section 341; 

(ii) when the relief is brought into the profit and loss account in a subsequent year it 
should be disclosed separately as an adjustment relating to a previous year. 

Relationship of charges for income tax and profits tax to profits 

The treatment of income tax in the manner recommended above will not necessarily ensure 
that an adequate amount is set aside for tax payable in the future on profits to date, or that 
the profit and loss account shows a tax charge which is appropriate in relation to the profit 
for the year. The reason for this is that there may be material differences between the treat¬ 
ment of items for accounting purposes and their treatment for tax purposes, in particular, the 
amounts charged for depreciation may differ from the capital allowances for tax purposes 
and this difference may involve substantial deferment of tax liability. 

There are various reasons why capital allowances differ from depreciation charges and 
therefore affect the relation of the tax charge to the profit of the year. These reasons include 
the claiming of initial allowances, which have the effect of reducing future annual allowances; 
the incidence of balancing charges and balancing allowances; the fact that there are usually 
differences between the rates of and methods of calculating annual allowances as compared 
with those used for calculating depreciation; the granting of investment allowances, which 
give relief in addition to normal capital allowances; and the fact that there are some assets 
for which depreciation or amortisation is provided but which do not attract capital allow¬ 
ances (for example, commercial buildings and leases), and some for which the capital 
allowances are based on a smaller amount than the depreciation provisions (for example, 
industrial buildings and assets which have been written up on a revaluation). 

The foregoing and other matters are considered in the following paragraphs. 

Tax deferred by Capital Allowances 

The result of obtaining initial allowances is to defer to subsequent years a part of the tax 
which should otherwise be payable on the profit of the year. Accordingly a practice has 
developed of setting aside and spreading over a period of years the temporary tax benefit 
resulting from initial allowances. Under this practice capital allowances including initial 
allowances are compared with the capital allowances which could have been granted if no 
initial allowances had been granted either for the year under review or for preceding years. 
This comparison discloses the amount on which tax has been deferred by initial allowances, 
and tax on this amount is set aside to meet, when payable, the tax so deferred. 

Some companies have extended the above principle in order to take into account the fact 
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that temporary tax benefits (and therefore deferment of t^ liability) may result from capital 
allowances (other than investment allowances) taken as a whole and not merely when initial 
allowances arc obtained. This extension is achieved by maintaining the total set aside for tax 
deferred by capital allowances at an amount equal to income tax and profits tax on the 
excess of: 

(a) the net amount at which the relevant fixed assets are stated in the balance sheet (ex¬ 
cluding any part which does not attract capital allowances) over; 

(b) the amount to which they have been written down for capital allowances purposes by 
allowances which have been effectively used in computing amounts charged or set aside 
for income tax. 

If material, the amount of tax deferred by capital allowances should preferably be set 
aside and shown in the balance sheet, with appropriate description, as a separate item which 
may be grouped with ‘future tax’. An amount so set aside should represent tax at current 
rates on the excess of: 

(a) the net amount at which the relevant fixed assets are stated in the balance sheet, over 
{b) the written-down value of those assets for capital allowance purposes, 
after making such adjustments as may be necessary for any part of the amount of (a) which 
does not attract capital allowances (e.g., because of a revaluation); and increasing (b) by an 
amount equal to any capital allowances which have not been effectively used in computing 
amounts charged or set aside for income tax. 

Where the above practice is adopted the amount to be dealt with in the profit and loss 
account each year (to increase or reduce the amount set aside) will be the difference between 
the amount of tax deferred by capital allowances at the end of the accounting period and the 
amount at the beginning of the period. This increase or decrease may be taken into account 
in arriving at the tax charge for the year, and if the effect is material, the description of the 
basis of the charge for tax should indicate the course followed and the amount involved. 

If a change in rates of tax materially affects an amount already set aside for tax deferred 
by capital allowances, the fact should be disclosed. 

Where the practice of setting amounts aside for tax deferred by capital allowances is not 
adopted, there should be indicated the extent, if material, to which depreciation will require 
to be provided, in future, without relief from tax, and the effect of capital allowances which 
have materially distorted or even extinguished the tax charge should be indicated. 

Investment allowances 

Tax relief on investment allowances should not be deducted from the cost of the assets; it 
should be treated as a reduction of the tax charge in the profit and loss account. The extent 
to which the charges for tax are affected should be stated, if the tax relief is material. 

Depreciation to be provided out of taxed profits 

Where depreciation is provided on assets which do not attract capital allowances, or which 
attract capital allowances based on a smaller amount than that used for calculating the 
provisions, the position should be disclosed clearly in the accounts, and the amount, if 
material, to which depreciation will have to be provided in the future without tax relief 
should be indicated. 


Other special factors and items of exceptional or non-recurrent matters 
The tax charge may be distorted in relation to profits by factors such as relief for past losses, 
the carrying forward of losses in preference to claiming relief under Section 341, the allow¬ 
ance for tax purposes in one year of expenditure charged against provisions made in previous 
years, and the treatment for tax purposes on a ‘renewals’ basis of assets on which deprecia¬ 
tion is provided in the accounts, etc. 

The net effect of special factors which have materially distorted, whether upwards or 
downwards, or even extinguished the tax should be indicated. 
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If any reference is made in accounts to the potential tax saving expected from items which 
may reduce substantially or even eliminate tax chargeable on future profits it should be made 
clear that the potential tax saving is dependent upon future profits against which such items 
can be utilized. 

Where exceptional items are not taken into account before arriving at ‘profit before 
taxation* the effect of these items on the amount shown in respect of tax should be con¬ 
sidered; where appropriate the relative tax charges or reliefs should be shown as separate 
adjustments to the respective items. 

If a provision for expenditure to be met in the future is computed after taking into account 
potential tax saving the fact that it is so computed should be made clear. 

Subsidiaries controlled and trading overseas 

When consolidated accounts include profits and reserves of subsidiaries controlled and 
trading overseas which on distribution as dividends to the holding company would be subject 
to: 

(a) overseas distribution taxes (if any); and 

(b) United Kingdom income tax and profits tax (after appropriate double tax relief) 

then such observations as may be appropriate should be given by way of note or otherwise in 
regard to the tax position if the tax resulting from distribution would be material. 

Similarly information should be given regarding the charge for tax on the profit of the year 
where a material amount of profit has not been subjected to United Kingdom tax. The tax 
charge for the year should be suitably described. 

Surtax 

Where a trading company to which Section 245 of the Income Tax Act, 1952, applies has not 
distributed a reasonable part of its income for the year the Special Commissioners may direct 
that the income shall be apportioned among the members and charged to surtax at the rates 
appropriate to those members. Unless the individual members themselves elect to meet the 
liability it must be borne by the company. In the case of an investment company falling 
within the section the making of a direction in respect of the whole of the investment income 
is automatic, and is not dependent upon the non-distribution of a reasonable part of the 
income. If a clearance has not been obtained in respect of past years, there is a possibility 
that the Inland Revenue may make a direction for any or all of the previous six years. 

It is not normally necessary for the accounts of a trading company to which the section 
applies to refer to the contingent liability for surtax, unless it appears probable that the 
Inland Revenue intend to make a direction. Where the company is an investment company 
to which the section applies, a note referring to the existence of the contingent liability for 
surtax is normally necessary. 

Tax Reserve Certificates 

Tax Reserve Certificates held should be shown as a separate item in the' balance sheet and 
grouped with current assets. 

Interest allowed on Tax Reserve Certificates when used to pay taxes should be treated 
as interest and not as a reduction of the tax charge. 

If credit is taken for interest accrued to the date of the balance sheet it should be confined 
to interest on certificates which have since been applied in payment of taxes. 

(o) Calculation of Remuneration based on a Percentage of Profits 
Frequently, the managing director or other servant or officer of a company is 
entided under his service agreement to remuneration calculated at a percentage of 
the profits of the company. In such a case it is essential, if controversy and possible 
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litigation are to be avoided, that the agreement should contain prwase directions as 
to the manner in which the profits shall be ascertained for this purpose. In particular, 
the following matters should be dealt with: 

1. Whether the remuneration is to be calculated only on trading profits or on the 
income from all sources. In the absence of express provisions, it would appear from 
the decision in Re Spanish Prospecting Co. Ltd. (1911), L. J. Ch. 210, that the term 
‘profits’, for this purpose, must be deemed to mean the amount by which the total 
assets, less liabilities, have increased during the period in question, after making 
allowance for any capital introduced or withdrawn during the same period. 

2. Whether depreciation of fixed or wasting assets is to be charged before arriving 
at the profits. In Edwards v. Saunton Hotel Ltd. (1942) T.R. 359, it was held that 
adequate provision for depreciation should be made, but that in the absence of agree¬ 
ment on the point it should be calculated on the straight line method^ and not by the 
reducing instalment system, as the latter would impose a disproportionate charge on 
the profits in the early years of the life of the assets. 

3. To what extent, if at all, are the directors to be entitled to make provision out 
of profits for contingencies, or to write off intangible assets or transfer profits to 
reserves before ascertaining the profits of which a percentage is to be taken as 
remuneration. 

4. It was decided in Johnstone v. Chestergate Hat Manufacturing Co. [1915} 
L.J. 84, Ch. 914, that where a manager of a company is entitled to a percentage of 
net profits, income tax must not be deducted before arriving at the sum on which the 
remuneration is to be calculated, and this ruling was followed in Attorney-General v. 
Ashton Gas Company [1906] A.C. 10, where it was held that income tax is part of the 
profits, v/z., the part which the Revenue is entitled to take. On the other hand, in 
Re Agreement of G. B. Ollivant, Ltd. [1942] T.R. 295, in which the question at issue 
was the ascertainment of the amount of the net profits of a business which had been 
sold, for the purpose of arriving at the sum on which the price to be paid as con¬ 
sideration for the goodwill of the business was to be based, it was held that in 
drawing up the Profit and Loss Account of a trading company, the excess profits tax 
should be deducted. 

No judicial opinion has yet been expressed on the question whether profits tax 
should, in the absence of agreement on the point, be deducted in arriving at the net 
profits, but since, like income tax itself, this tax is not deductible in calculating 
profits for income tax purposes, it is reasonable to assume that it should be treated 
in a similar manner to income tax in arriving at the net profits for other purposes, in 
which case it would not be deductible. It must be remembered that the excess 
profits tax was an allowable deduction from profit for the purposes of income 
tax. 

5. The agreement should state whether the remuneration is to be calculated on the 
profits before or after charging such remuneration. In Edwards v. Samton Hotel Ltd. 
{see ante) where the commission was to be calculated on the profit ‘available for 
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distribution each year’, it was decided that the remuneration itself should not be 
deducted from the profits before ascertaining the amount on which the remuneration 
is to be calculated; the agreement may, of course, vary this. 


lUustnition 

The managing director of a company is employed under a service agreement which 
states, inter alia, that he is to be remunerated by way of a commission, calculated at the 
rate of 5 per cent, per annum on the net trading profits of the company after charging such 
commission. The following Profit and Loss Account has been prepared before calculating the 
commission; 


Office and Adminittrative Expenses . 

Selling Expenses ... i 

Interest on Debentures (gross) . I 

Directors’ Fees . 

Preliminary Expenses, written ofT . I 

Income Tax . 

Profiu Tax. 

Transfer to General Reserve . 

Transfer to Sinking Fund lor Redemption of i 

Debentures . I 

Transfer to Superannuation Fund 

Balance carried down . I 


^ ii 

27.420 
14,450 II 
3,600 " 

2,000 I 
1,000 
500 II 
13,320 M 
8,200 11 
5,000 

3,000 I 
3,200 j 
15,860 I' 


I £97,550 


Balance from Trading Account ... 
Income from Investments (gross) 

Discounts. 

Profit on sale of Investments 



£ 

95,160 

1,600 

610 

180 


I £97,550 

I 


The superannuation fund is a contributory one and is created under an irrevocable trust. 

CALCULATION OF COMMISSION 



£ 

£ 

Balance of Profit and Loss Account . 

... . . 1 

15,860 

Add; Preliminary Expenses written off . 

500 


Income Tax . 

13,320 


Profits Tax . 

8,200 


Transfer to General Reserve .. 

5.000 


Transfer to Sinking Fund for redemption of Debentures . . 

3,000 

30,020 



45.880 

Deduct: Income from Investments 

1,600 


Profit on sale of Investments .. 

180 

1,780 



Commission—,,:-. ■< £44,100 - £2.100 - 5% on £(44.100—2,100) £42,000 


£44,100 


Notes 

1. The amounts written off Preliminary Expenses and transferred to General Reserve and 
Sinking Fund are appropriations of profit and should not be deducted in arriving at the 
‘net trading profit’. 

2. Income from investments (other than, possibly, trade investments) and profit on sale of 
investments are not part of the trading profit and are excluded. If, however, the agreement 
had provided for the commission to be based on ‘net profit’, they would have been left in. 

3. If depreciation has not been calculated on the ^ed instalment system it should be 
recomputed, in the absence of specific agreement to calculate it by some other method. 


§ 16. The Amalgamation of Companies 

Amalgamations take many fonns, from the pooling of profits, etc., to complete 
mergers. This section is devoted to complete amalgamations, where either an existing 
company absorbs other businesses, or a new company is formed to acquire existing 
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businesses. The matters to be considered in the preliminary stages, the valuation of 
assets, and the legal formalities to be complied with, are outside the scope of a work 
on accountancy, and we are here only concerned with the accounting entries involved 
on an amalgamation. 

Where a new company is formed to take over the businesses of two or more existing 
companies, it becomes necessary to revalue the assets (including goodwill) of each of 
those companies in order to ascertain the total value of its issued share capital and to 
determine the amount of the consideration which the transferee company should pay 
for each of the businesses acquired. It is usual for the consideration to be satisfied by 
the issue of fully paid shares in the new company to be allotted to the shareholders of 
the old companies in proportion to their respective holdings and having regard to the 
relative values of their shares. 

For the purposes of the amalgamation the amount of the consideration for the 
acquisition of a business may be arrived at either by valuing its individual assets and 
goodwill or by valuing the business as a whole by reference to its earning capacity. 

If the first method is employed the fixed assets of all the amalgamating companies 
should preferably be valued by the same professional valuer on a going concern basis. 
The term 'going concern’ means that a business is being operated at not less than a 
normal or a reasonable profit and the valuer will assume tW the business is earning 
reasonable profits when appraising the assets. If it is found, when all the assets of the 
business, both fixed and current, have been valued, that the profits represent more than 
a fair commercial return upon the capital employed in the business as shown by such 
valuation, the capitalised value of the excess (or super profits) will be the value of the 
goodwill, which must be added to the values of the other assets in arriving at the con¬ 
sideration to be paid for the business. If, however, the profits are less than a fair com¬ 
mercial return upon the capital employed a deficit may be regarded as ‘bad-will’ and 
something will have to be deducted from the aggregate of the valuations of the assets 
to allow for this in arriving at the consideration to be paid. 

If the second method is employed the value of the business is taken to be the 
capital sum which, on the basis of the expected earnings yield, would provide 
an annual income equal to the average maintainable profits of the business. For 
example, if the average maintainable profits of a business amount to £10,000 and the 
rate of yield expected on an investment in the particular business is 10%, the value of 
the business is £100,000. This would represent the total value of all the assets, includ¬ 
ing the goodwill (or less the ‘bad-will’ as the case may be), and less the liabilities. 

In either case the ultimate amount of the consideration arrived at will represent the 
value of the business as a whole, having regard to its capacity to earn revenue. (The 
various methods of computing the value of goodwill are explained and illustrated in 
Chapter VII, §5.) 


niiistration (1) 

Two companies, whose businesses are of a similar kind, and whose assets are properly 
valued, agree to amalgamate, and a new company is formed with an authorised capital of 
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£200,000 to take over their respective assets and liabilities. The following are the respective 
Balance Sheets; 


JONES & JOHNSON, LIMITED 

Balance Sheet as at 31st December 


Share Capital - Authoriied and Issued; 

£ 1 

1 

1 Goodwill 

75 000 Shares of £1 each fully paid 

75,000 i 

1 Freehold Premises 

Reserve Account 

4,200 ^ 

; Plant and Machine 

Profit and Loss Account 

800 

, Stock 

Liabilities 

3,300 

Sundry Debtors 
Cash 


£ 

30,000 

10,000 

18,300 

16,000 

7.500 

1.500 


£83,300 


£83,300 


BLACK & SONS, LIMITED 

Balance Sheet as at 31st December 


Share Capital - Authorised £50,000 

Issued - 45,500 Shares of £I each fully paid 

Profit and Loss Account 

Liabilities 


£ 

Goodwill 

> Plant and Machinery 

. ' 45,500 Stock 

4.500 Sundry Debtors 
2,000 Cash 


! £52,000 


£ 

20,000 

13,450 

11,550 

6,000 

1,000 


£52,000 


The book value of the net assets of Jones & Johnson, Limited, is arrived at as follows; 


£ £ 

Gross Assets .. 83,300 , 

Leis Liabilities .. .. > 3,300 

- £80,000 


From the shareholders* point of view, this amount is represented by: 


I A. A 

Share Capital .. .. | 75,000 . 

Reserve Account .. | 4.200 

ProEt and Loss Account .. .. 800 

'-: £80,000 


In a similar manner the book value of the net assets of Black & Sons, Limited, is £.50,000, 
represented as follows: 


! £ i £ 

Share Capital .. .. .. . ■ . • ' 45,500 j 

Profit and Loss Account .. . ■ . 4,500 < 

-1 £50,000 


Assuming the assets of each company to be taken over at their book values, the liabilities 
of each company to be assumed, and the consideration to be discharged by shares in the 
new company issued at par, shares in the new company should be allotted as follows: 

To the shareholders of Jones & Johnson, Limited, 80,000 shares of £1 each fully paid, 
being at the rate of 16 new shares for every 15 old; and 
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To the shareholders of Black & Sons, Limited, 50,000 shares of £1 each fully paid, being 

at the rate of 100 new shares for every 91 old. 

Fractions of shares will require to be dealt with. The usual method is to allot to the 
liquidator of the company concerned the number of shares represented by the addition of the 
fractions. He will realise these shares at the best price possible, and distribute the proceeds 
to the parties entitled thereto. 

In other cases, fractional rights certificates are issued with the shares, leaving the individual 
members to sell their fractional rights, arrangements being made for some person or persons 
to hold themselves out as willing to buy the fractions. The persons acquiring them will be 
issued with share certificates on their producing to the company enough fractions to make a 
whole share or shares. 

(In some instances, it is possible to avoid fractions by altering the denomination of the 
shares, e.g., instead of allotting 6 new £I shares for each 5 old, allotting 12 new 2s. shares for 
each £1 old share.) 

The Balance Sheet of the new company will then be as follows; 

NEW CX>MPANY’S BALANCE SHEET, 31 sT December 


£ 

Share Capita] - Authorised 200,(X)0 shares or£l each i Goodwill 

£200,000 . Freehold I’remiscs 

. ... Plant and Machinery 

issued 120,000 Shares of £1 each fully paid .. 130,000 | Slock 

Sundry Creditors 5,300 i' .Sundry TX'btors 

Cash 


£ 

50.000 
10,000 
31,750 
27,550 
13,500 
2,.500 


£1.35,300 


£135,300 


It will be noticed that the Reserve and Profit and Loss Account balances of the transferor 
companies do not appear as such in the books of the transferee company, as they are not 
available for revenue purposes in the hands of that company, being represented by net assets 
purchased and paid for out of capital. 

Since the new company in the above illustration is formed for the purpose of 
acquiring the undertakings of other companies and the consideration for the acqui¬ 
sition consists as to not less than 90 per cent, thereof of shares in the new company, 
relief from the payment of the ad valorem duty can be claimed under Section 55, 
Finance Act, 1927 (as amended by Section 31. Finance Act, 1928, and Section 41, 
Finance Act, 1930). 

These provisions cover the following cases: 

(1) Where a new limited company is formed, or the capital of an existing limited com¬ 
pany is increased, for the purpose of acquiring the undertaking or part of the under¬ 
taking of another company, and at least 90% of the consideration for the acquisition 
(other than any arrangements for taking over or paying off creditors) consists of the 
allotment of shares in the transferee company to the transferor company or to the 
transferor company’s members. 

<2) Where a new limited company is formed, or an existing limited company increases 
its capital, for the purpose of acquiring at least 90% of the issued share capital of 
another company. In this case, the buying company becomes a holding company. 
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and if at least of the consideration consists of the allotment of shares in the 

holding company to the shareholders of the existing company in exchange for their 

shareholdings, the scheme comes within the relief provisions. 

In either of the above cases, for the purposes of charging capital duty on the 
nominal capital or increased capital, as the case may be, that capital is deemed to 
be reduced by an amount equal to the share capital of the vending or subsidiary 
company. Thus, in the above illustration, the new company would only pay stamp 
duty on £75,000, /.e., the excess of its nominal capital over the nominal capitals of 
the transferor companies. If, however, only part of the undertaking of the other 
company is acquired, then the reduction is that proportion of the share capital of 
that company which the part of the undertaking acquired bears to the whole under¬ 
taking. But if the shares issued as consideration are partly paid, only the amount 
credited as paid up (including the amount credited in shares issued to creditors in 
consideration for the release or assignment of debts) is available for relief, if this is 
less than the amount ascertained by taking the proportion of the share capital men¬ 
tioned above. 

Illustration (2) 

The X Company with a nominal capital of £100,000, of which £90,000 is issued and fully 
paid, increases its nominal capital by £50,000 for the purpose of acquiring one half of the 
undertaking of Y Ltd., whose nominal capital is £50,000. The purchase consideration is 
£30,000, payable as to £3,000 in cash and 54,000 £1 shares in the X Company Ltd., credited 
as 10s. per share paid up. 

For the purposes of stamp duty, the increase in the nominal capital of X Ltd. of. ... £50,000 

is reduced by the lower of (a) one half the nominal capital of Y Ltd., £25,000, or 
(b) the amount credited as paid up on the shares issued as consideration, viz., 10s. 
per share on 54,000 shares = £27,000 .. 25,000 

Stamp duty will therefore be payable on £25,000 

No stamp duty is chargeable on any contract, transfer or assignment made for the pur¬ 
pose of transferring to the buying or holding company the undertaking or shares or debts 
due to creditors of the vending company, providing the contract, etc., is duly stamped 
with a ‘denoting stamp’ showing that it is not chargeable with duty, and is executed 
within twelve months from the date of registration of the new company or increase of 
capital, as the case may be, or is made to give effect to an agreement (or particulars 
thereof) filed with the registrar of companies within such twelve months. (The agree¬ 
ment here referred to is that required on an allotment of shares for a consideration 
other than cash.) The debts due to creditors other than banks or trade creditors must 
have been incurred more than two years prior to the time of claiming exemption. For 
the purpose of exemption from stamp duty on any contract, transfer or assignment a 
company which issues any of its unissued share capital for the purpose of a recon¬ 
struction or amalgamation, is included in the relief (althou^ no relief from stamp 
duty on nominal capital is available). 
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For the purposes of relief from any of the duties^ the newly formed buying com¬ 
pany’s memorandum of association must include as one of its objects the acquisition 
of the undertaking of or shares in die vendor company. In the case of an existing com¬ 
pany increasing its capital the resolution must state the purpose of the increase. 

If two or more companies are involved as vending companies, the relief is to be 
computed separately for each company. 

The relief will be disallowed, and the appropriate duties, with interest at 5 per 
cent per annum, charged where: 

(fl) it is subsequently found that any material particular in the claim was untrue; or 
(h) the conditions are not fulfilled; or 

(c) within two years the vending company parts with the shares issued to it, otherwise 
than on reconstruction, amalgamation or liquidation; or 
{d) within two years the holding company parts with the shares acquired otherwise 
than on reconstruction, etc. 

The Commissioners may allow relief from capital duty to a holding company, 
where all the other conditions are satisfied, if the acquisition of 90 per cent or more of 
the shares in the vending company is completed within six months from the issue of the 
invitation to the members of the vending company to exchange their shares or seven 
months from the first allotment of shares for the purposes of the acquisition, if earlier. 
In such a case, the duty already paid will be repaid. 

It has been held that for the purposes of Section 55, Finance Act, 1927, the legal 
as well as the equitable title must pass in order to constitute an ‘issue’ of shares. 
Where the transferee company sent out allotment letters, with forms of renunciation 
attached, to the shareholders of the transferor company, and so many of them re¬ 
nounced that of the first registered shareholders in the transferee company, those who 
had been shareholders in the transferor company held less than 90 per cent, of the 
shares in the new company, this did not constitute an issue of shares to the old share¬ 
holders entitling the company to relief (Oswald Tillotson, Ltd. v. Commissioners of 
Inland Revenue (1932), 48 T.L.R. 582). 


niustratioD (3) 

Three companies. A, B and C, propose to sell their undertakings for shares in a company 
to be formed, and supply you with the following figures: 


Fixed Asseu, less depredation 


• • • • 

A 

£ 

34,300 

B 

£ 

9,400 

C 

£ 

11,900 

Total 

£ 

33,800 

Current Asseu: 

Stocks 

Investmenu (Government Securities) at market values., 
Debtors, less Provision 

Cash at Bank and in Hand 

•• 

! * !! 

1.300 
3,000 

6.300 
3,400 

3,730 

2,200 

3,030 

2,400 

3,400 

2^ 

163 

8,630 

7,200 

12,230 

7,963 




18,200 

11,400 

6,463 

36,063 

Total Asseu 

•• 

.. 

£32,700 

£20,800 

£18,363 

£91,863 

Capital (fUUy paid-up) 

Crsditort 

Reserves 



27,000 

1,300 

24,200 

10,000 

2,200 

8.600 

16,000 

400 

1,963 

33,000 

4.100 

34,763 




£32,700 

£20,800 

£18,363 

£91,863 

Trading ProSt tot last year .. 

• • 


8,100 

4,000 

3,600 

13.700 
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The investments have been held for three years and yield approximately 5 per cent, on 
their present market values. 

The trading profits for the previous two yeajs were: 

A B Cl Total 

«m year.! 6,750 I 3,500 4,000 14.250 

Second year . 7,425 j 3,750 4,400 15,575 

You are requested to report as to the basis upon which the transfer should be effected and 
as to the capitalisation of the new company. Draft your report. 

Report 

1. Assuming all necessary adjustments to have been made in the valuation of the assets 
of the respective companies as disclosed by the Balance Sheets the net capital employed in 
the businesses is as follows: 


A B C 

£ £ £ 


Fixed Assets 

Current Assets (exclusive of Investments) 


V 

. 

• • 

34,500 

13,200 

9,400 . 
9,200 1 

11,900 

6,465 

Less Liabilities 

. • 

. 

. • a 

. . 

47,700 

1.500 

18,600 ' 
2.200 ' 

18,365 

400 

Net Capital employed 

• • . 

• e . 


. • 

1 £46,200 

£16.400 1 

£17,965 


2. The average trading profits for the past three years weighted to give more bias to the 
results of the later years, are as follows; 



A 

1 

B 



C 


Year 

£ 

£ 

£ 

£ 

£ 


£ 

I 

.. : 6,750 ' 1 

6,750: 

3,500 ■- 1 

3,500 

4,000 ■ 

1 

4,000 

2 . 

7,425 V 2 

14.850 

3,750 X 2 

7,500 

4.400 . 

2 

8,800 

3 . 

.. , 8,100 ' 3 

24.300 1 

4,000 . 3 

12,000 

3.600 

3 

10,800 


6 

) 45,900 i 

6 

) 23,000 


6 

>23.600 



7,650; 


3,833 



3,933 

Less Income from Investments 


250 


110 



- 

Average trading profits 


£7,400 


£3,723 



£3,933 


3. On the basis of an earnings yield of 10 per cent, which it is assumed ought to be pro¬ 
vided on capital employed in businesses of the type carried on by the three companies, the 


values of the undertakings are as under: 



Net trading a.ssuts 

1 A . 

£ 1 

£7,400 

... ■ X 100 74,000 

1 

£3,723 ' 

X 100 37,230 j 

C 

£ 

£3.933 

X 100 39,330 

Investments at market value 

.. j 5.000 ! 

2,200 1 

— 

Value of shares .. 

.. 1 £79.000 i 

£39,430 i 

£39,330 

Say 

.. 1 £80,000 

£40,000 1 

£40,000 


, 4. To issue shares in the new company at par in exchange for the above values would 

r olve a capitalisation of £160,000, as compared with the aggregate existing paid-up capital 
£53,000. If it is desired to take advantage of Section 55 of the Finance Act, 1927, and 


l^n the maximum relief from capital duty, the new company should be capitalised with a 
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capital of 53,000 shares of £1, which should be issued at a premium of £2 (approx.) per 
sh^ and allotted in the following pro]M>rtions: 


SO 

To the shareholders of A - x 

160 


B 


40 


X 


53,000 = 26,500 shares (being 53 

54 old). 


53,000 = 13,250 shares (being 53 

40 old). 


new shares for 


new shares for 


e^^ry 

K 

every 


>» n 


Note. 


99 


C - ^ X 
160 "" 


53,000 = 13,250 shares (being 53 new shares for every 

64 old). 


In the above computation, the values attributable to goodwill are— 


A B 

£ £ 

Value of net trading assets .. 74,000 37,230 

Tangible assets, less liabilities 46,200 16,400 


C 

£ 

39,330 

17,965 


£27,800 £20,830 £21,365 


Alternatively, the undertakings could be valued by computing the value of the goodwill of 
each company at so many years purchase of its super-profits, and adding the value so found 
to that of the tangible assets less liabilities. 

The book-keeping entries involved in an amalgamation are similar to those on an absorp¬ 
tion of one company by another, and are described and illustrated in the next paragraph. 


§ 17. The Absorption of one Limited Company by another 

Where the constitution and capitalisation of the merging companies make it possible 
and practicable, the amalgamation may be carried out by one of the companies 
absorbing the others, thus avoiding the expense and trouble of forming a new 
company. 

The companies to be absorbed will go into voluntary liquidation, and the pur¬ 
chasing company will usually take over the whole of the assets and assume the 
ordinary trade liabilities of the others, any debentures being either paid off in cash or 
exchanged for debentures or other interests in the purchasing company. 

(a) Bobk-keej^ng entries for closing the Vendor Company’s books 

These entries in the books will be similar to those required for the purpose of closing 

the books of a partnership on dissolution, vfz.: 

(1) Transfer to the debit of a Realisation Account all the balances of accounts re¬ 
presenting assets to be taken over by the purchasing company. 

' ' w 

(2) Transfer to the cr^t of Realisation Account any liabilities to be taken over by the 
purchasing company. (Alternatively, the liabilities taken ovmr may be transferred to 
the credit of the Purchasing Company’s Account). 
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(3) Debit the Purchasing Company’s Account, and credit Realisation Account with 
the amount of the purchase consideration, i.e., the agreed sale price of the assets, 
less the liabilities taken over. (If, however, the liabilities taken over have been 
transferred to the credit of the Purchasing Company’s Account, the credit to 
Realisation Account will be the full value at which the assets are taken over without 
any deduction for liabilities.) 

(4) Credit the Purchasing Company’s Account, and debit the relevant accounts in 
respect of the various items forming the purchase consideration, i.e. Cash, Shares, 
in Purchasing Company, etc. 

(5) Credit Cash and debit the Realisation Account with any expenses paid by the 
vendor company. 

(6) If any assets are not taken over by the absorbing company, but are sold for cash 
to third parties, debit Cash and credit the relevant Asset Accounts with the pro¬ 
ceeds, transferring the profit or loss on sale to the Realisation Account. Similarly, 
any loss or profit on paying off liabilities not taken over by the purchasing com¬ 
pany, e.g.y discounts received from creditors, must be transferred to Realisation 
Account. 

(7) The balance on the Realisation Account will represent profit or loss, which should 
be transferred to Sundry Members Account. 

(8) Any balances representing undistributed profits and surpluses such as balances on 
Profit and Loss Account, Reserve Account, Share Premium Account, etc., should 
be transferred to the Sundry Members Account, together with the balance of the 
Share Capital Account. Similarly, balances representing fictitious assets, such as 
preliminary expenses not yet written off must be closed off by transfer to the Sundry 
Members Account. Where there are several classes of shareholders, it may be 
necessary to open a separate account for each class, or provide separate columns 
in the one account, in order to adjust their rights. 

(9) Debit the Sundry Members Account and credit Cash, Shares in the Purchasing 
Company Account, etc., with the cash paid and shares, etc. issued to the members 
out of the purchase consideration when the distribution thereof takes place. This 
will close the books of the vendor company. 

Where provision for depreciation of assets has been credited to a separate Pro¬ 
vision for Depreciation Account, this account should be closed by transfer to the 
credit of Realisation Account since it represents a reduction in the book value of the 
assets transferred. 

A provision for bad and doubtful debts must be dealt with on its merits. If the 
debts are taken over by the absorbing company at their book value less the provision 
for doubtful debts, the latter account should be transferred to the credit of Realisation 
Account; if, however, the debts are taken over at their full value, the provision must be 
transferred to the credit of Sundry Members Account, being, in effect, re-credited to 
Profit and Loss Account. If book debts are not taken over, any bad debts incurred can 
be charged to the Provision Account, and the balance, if a debit, taken to Realisation 



§ 17] COMPANY ACCOUNTS 323 

Account, being in respect of debts not reserved for; or if a credit, to Sundry Members 
Account, being an over-appropriation of profits. 

(b) Book-keeping entries for opening the Purchasing Company's books 

(1) Debit the relevant Asset Accounts with the values at which the various assets are 
acquired; credit the Vendor Company’s Account with the amount of the purchase 
consideration and liability accounts with the amounts of any liabilities assumed. 
Any excess of the sum of the liabilities and the purchase consideration over the 
aggregate value at which the assets are brought into the books is the amount 
attributable to goodwill, and should be debited to Goodwill Account. If the assets, 
less liabilities, exceed the purchase consideration, the difference should be credited 
to a Capital Reserve Account. 

(2) Debit the Vendor Company’s Account and credit Share Capital Account, Cash, 
etc., with the shares, etc., issued and cash paid, as the case may be, in discharge 
of the purchase consideration. 

(c) Shares issued at a premium valuation 

When the purchasing company’s shares are issued to the members of the vendor com¬ 
pany at a premium, the shares should be brought into the vendor company’s books 
at their full value (/.e., including the premium) since the transaction is tantamount to 
the sale of the undertaking for cash, and the purchase therewith of an investment 
represented by shares in the purchasing company at the price at which they are issued. 
In the purchasing company’s books the transaction is equivalent to the issue of shares 
at a premium for cash, and the purchase with the proceeds of the undertaking of the 
vendor company. As is usual when shares are issued at a premium, only the nominal 
value of the shares must be credited to Share Capital Account, the premium being 
credited to a Share Premium Account, which can only be utilised for the purposes 
stated in Section 56 of the Companies Act, 1948 {see p. 212). 

(d) Treatment of Revenue Balances and Reserves 

The accumulated revenue balances and reserves of the vendor company should not 
be brought into the purchasing company’s books, since they are not profits of the 
purchasing company, but are represented by assets which the company purchases 
and pays for. 

Sinking funds for the redemption of liabilities are made up of appropriations of 
profits and must be treated as reserves, the assets representing them being taken over. In 
the vendor company’s books all such balances should be transferred to the Sundry 
Members Account, and will not enter into the purchasing company’s books at all. 
Sinking funds for depreciation of assets, however, are created by charges against 
profits in respect of diminution in the value of the assets, and, as already explained, 
must be credited to the Realisation Account, or preferably to the relevant asset 
accounts, before transferring them to Realisation Account. A Capital Redemption 
Reserve Fund is in the nature of capital, and must be credited to the Sundry Members 
Account. 
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niostnitioii (1) 

The Associatkl Engineering Company, Limited, is absorbed by the United Engineering 
Company, Limited, the consideration Iwing the assumption of the liabilities, the discharge of 
the debenture debt at a premium of 5 per cent., by the issue of 5 per cent, debentures in the 
United Company, a payment in cash of £3 per share, and the exchange of three £1 shares in 
the United Company, at an agreed value of £1 10s. Od. per share, for every share in the 
Associated Company. 

Close off the books of the Associated Company, giving both Journal Entries and Ledger 
Accounts, and show the opening Journal Entries in the books of the United Company. 

The following is the Balance Sheet of the Associated Company at the date of transfer: 


ASSOCIATED ENGINEERING COMPANY. LIMITED 

Balance Sheet 


Share Capital - 60,000 £S Shares ftiUy paid 

General Reserve Account 

Prolit and Loss Account 

Accident Insurance Fund 

5% Debentures 

Sundry Creditors 


£ 

300,000 
32,000 j 
3,000 
3,000 
130,000 
30,000 


£320,000 


Goodwill 

Land and Buildings .. 

Plant and Machinery .. 

Patents 

Pattoms and Drawings 
Work-in-Progress and Stocks-on-Hand .. 
Sundry Debtors 

Investments on Compensation Fund Account 
Cash at Bank and in Hand 


£ 

23,000 

76,300 

220,000 

3,000 

2,300 

106,000 

43,000 

3,000 

35,000 


£320,000 


ASSOCIATED ENGINEERING COMPANY’S JOURNAL 


I 

£ I £ 

AAA ' 


Realisation Account 

To Sundry Assets 

Being sundry assets sold to the United Engineering Co. as per Balance Sheet. 



Dr, 

320,000 

520,000 

Sundry Creditors 

To Realisation Account 

Being liabilitiM taken over by the United Engineering Co. 

•• 




Dr, 

• • 

30,000 

30,000 

Realisation Account .. 

To Debentures Account 

Being Premium of 3 % now provided for. 

• • 




Dr, 

7,500 

7,500 

United Enraneering Co. Limited 

To Realisation Account 

Being Purchase Price as per Agreement. 

• ■ 




Dr. 

.. 

607,300 

607,300 

Sundries — 

To United Engineering Co., Ltd. 

Cash 

Shares (United Engineering Co.) 

180,0(X> Shares of £1 each, fully paid, at £1 10s. per share. 
Debentures Account 

3% Debentures eschanged. 

Bemg discharge of Purchase Consideimtlon. 

•• 

* • 

•• 

•• 

Dr, 

, • 

, • 

180,000 

270,000 

137,300 

607,300 

Sundries— 

To Sundry Members Account 

Accident Insurance Fund 

General Reserve Account 

Profit and Loss Account 

Re^sation Account - Profit on Transfer 

Shan Capital Account 

Being balances transferred. 





Dr, 

\\ 

, . 

,, 

3,000 

32,000 

3,000 

110,000 

300.000 

430,000 

Sundry Members Account .. .. .. .. .. .. Dr, 

To Mindries — 

Cash .. *. .* .. .. .. .. .. .. «. ■* 

United Engineering Co. Shares Account .. .. .. .. .. 

Being 3 shares of fil each valued at £1 lOs. per share, and £3 per share in cash for each of60,000 Sharas dis¬ 
tributed to Shareholders. 

430,000 

laojwo 
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ASSOCIATED ENGINEERING COMPANY’S LEDGER 
REALISATION ACCOUNT 


Sundry Assets .. 

Premium on Debentures 

Sundry Membera Account, Proflt on absorption 

£ 

320,000 
7.300 
110,000 1 

Sundry Cteditora 

United Engineering Co., Limited—^Purchase 
consideration 

! £ 

1 30,000 

; 607,300 


£637.300 ! 


£637,300 


SUNDRY LIABILITIES 


£ 

Reoluation Account ... 30,000 Sundry Creditors .. 


£.10.000 


DEBENTURES 


United Engineering Co., limited 

! £ 

.. I 137,500 

' Balance b/f. 

£ 

150,000 

' £137,500 

{ Realisation Account - Premium 

1 

I 

! 

7,500 

£137,300 


SUNDRY 

MEMBERS 



£ 


£ 

Cash 

180,000 

, 

Share Capital 

.. { 300,000 

Shares in United Engineering Company 

270,000 

Accident Insurance Fund 

. . 1 5,000 


£450,000 

General Reserve .. 

Profit and Loss Account 

Realisation Account - Profit 

.. 1 32,000 
., 1 3,000 

1 110,000 

' £450,000 

1 

SHARES IN 

UNITED ENGINEERING CO. LTD 



£ 


£ 

United Engineering Co., Limited 

270,000 

Sundry Members Account . ■ 

270,000 

ACCIDENT INSl 

I 

URANCE FUND 



! £ 

1 

£ 

Sundry Members .. 

.. , 5,000 

Balance b/f. 

3,000 


GENERAL 

RESERVE 

1 


£ 


£ 

Sundry Members ■. 

.. ; 32,000 

Balance b/f. 

32,000 


£ 

30,000 

£30.000 


PROFIT AND LOSS ACCOUNT 


£ 

3,000 


£ 

3.000 


Sundry Members .. 


Balance b/f. 
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Purchase consideration.. I 607,500 


I £607,500 


Cash 

Shares 

Debentures 


[Chap. VIII 


£ 

1BO,000 

270,000 

157,500 


I £607,500 


UNITED ENGINEERING COMPANY’S JOURNAL 


Sundries 
To Sundries: 

Land and Buildings 
Plant and Machinery .. 

Patents 

Patterns and Drawings 

Work-in-Progress and Slocks on Hand .. 

Sundry Debtors 
Investments .. 

Cash at Bank and in Hand 
Goodwill 

Associated Engineering Company, Limited 
Sundry Creditors 

Being Sundry Assets and Liabilities taken over as per Purchase Agieement. 


Associated Engineering Company, Limited 
To Sundries: 

Cash 

5% Debentures Account .. 
share Capital Account— 

180,000 Shares of £1 each 
Share Premium Account .. 

Being discharge of Purchase Consideration, the shares being taken as issued at £1 lOs. per share. 


£ 

£ 

76,500 

220,000 

5,000 

2,500 

106,000 

45,000 

5,000 

35,000 

142,500 

607,500 

30,000 

£637,500 

£637,500 

£ 

607,500 



180,000 

157,500 


180,000 

90,000 

£607.500 

( 

£607,500 




Notes to Illustration 

(1) AcaDENT Insurance Fund . 

This fund has been raised by the Associated Company out of profits, and is represented 
by specific investments. Since there remains a credit balance on the Fund Account at the 
date of the sale of the undertaking, it is obvious that the Associated Company has made a 
profit to the extent of £5,000 by undertaking their own risks instead of insuring out¬ 
side, Therefore, although the United Company takes over the investments representing such 
insurance profits, it only buys them qua investments, and should not bring the Fund Account 
into its books. In the vendor company’s books the balance of this Fund Account will be 
transferred to the Sundry Members Account in common with the other accumulated profit 
balances. 

(2) Goodwill 

The final figure of goodwill, £142,500, shown in the United Company’s books, is arrived 
at by taking the difference between the valuation of the assets acquired and the purchase 
consideration plus liabilities taken over. 

The amount can be proved as follows: 

£ 

Goodwill as per vendor company’s books 25,000 

Profit on absorption .. 110,000 

Premium on Debentures unrepresented by assets .. 7,500 


£142,500 
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(3) Premium on Shares 
In the vendor company’s books the premium forms part of the cost of the shares in the 
purchasing company acquired. In effect, therefore, it forms part of the price received for 
goodwill, since it increases the profit on realisation disclosed by the Realisation Account. 
In the purchasing company’s books, the share premium increases the cost of goodwill. It 
must be credited to Share Premium Account and can only be dealt with in accordance with 
the provisions of Section 56 of the Companies Act, 1948. 

(e) Where l>ebtors and Creditors are not taken over 

If relief from stamp duty is available under Section 55, Finance Act, 1927, there is no 
reason why the debtors and creditors should not be taken over by the purchasing 
company, but where such relief is not available, a considerable saving may result from 
leaving the debtors to be collected by the new company and the creditors paid by them 
as agents for the vending company. Where this is done, the liquidation of the vending 
company cannot be completed until the debts are discharged. 

niustration (2) 

Done Ltd.’s summarised Balance Sheet at 31st December was as follows: 


£ £ 


Issued Capital: 

10,000 6% Preference Shares.. 
8,000 Ordinary Shares 

Reserve 

Profit and Loss Account 

S % Debentures 

Creditors 



10 000 
8.000 
2,000 
1,000 
12.000 
5,000 

Goodwill 

Fixed Assets 

Stock. 

Debtors 

Preliminary Expenses 

Cash 



.. , 3.000 

22.300 
4,000 
,. . 7,000 

500 

. 1 1,200 




£38,000 




£38,000 


A new company. Start Ltd., was formed to acquire (as part of an amalgamation scheme) 
the business of Done Ltd,, which was to be wound up. 

Start Ltd. acquired the assets of Done Ltd., with the exception of book debts and cash, 
but took over no liabilities, agreeing, however, to collect the debts and pay the creditors as 
agent for Done Ltd. 

The purchase consideration was to be satisfied as follows: 

(1) To the preference shareholders of Done Ltd. were to be allotted six £17% preference 
shares in Start Ltd. for every five held, and to the ordinary shareholders of Done Ltd,, 
five £l ordinary shares credited as 18s. paid for every four held. 

(2) Sufficient 6 % debentures in Start Ltd. to enable the liquidator of Done Ltd. to satisfy the 
existing debenture holders by new debentures to an extent that would give them a 
premium of 15%. 

The expenses of liquidation were £585. 

The Articles of Association of Done Ltd. gave to the preference shares a cumulative 
preference dividend, any arrears of which were payable on winding-up in priority to return 
of capital, and a preferential return of capital in a winding-up. 6 months’ dividend was 
payable. 

Of the debtors, £200 proved bad, and a discount of 2|% had to be allowed on settlement. 
Creditors were paid, subject to 4% discount on £2,500. The purchasing company was 
allowed a commission of |% on sums collected and i% on sums disbursed. 
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Show the ledger accounts necessary to close Done Ltd.’s books, making any necessary 
calculations to the nearest £. Ignore taxation. 


REALISATION ACCOUNT 


Goodwill .. I 

Fixed Aneu 

stock .. .. .. .. ! 

Premium on Debentures - 15% on £12,000 .. i 

Cash, expenses of liquidation ., I 

Bad Debts 

Discounts allowed .. .. .. i 

Start Ltd. - Commission on collection of debts 
and payment of oeditors .. ' 

Preference Members Account— I 

Aneata of Dividends 

Sundry Members Account— { 

Pront on realisation: > 

Preference .. .. | 

Ordinary .. .. .. ! 


£ 

3,000 

22,300 

4,000 

1,800 

S8S 

200 

170 

45 


300 '! 


2,000 II 

500 ;! 


; £34,900 


Start Ltd., Purebase consideration 
Discounis received 


£ 

34,800 


i £34,900 


Pieliminan Expenses 
Shares in Start Ltd. 
Cash 


SUNDRY MEMBERS 


1 

Preferenoel Ordinary { 


Preference! Ordhiary 

£ 

£ ! 


£ 

£ 


500 

Capital.. 

10,000 

8,000 

' 12,000 

9,000 

Reserve 

2,000 

1 300 

2,000 1 

' 

I 

Profit and Loss Account .. 


1,000 


Profit on Realisation 

Arrears of Dividend 

2,000 

300 

500 

£12,300 

£11,500 i 


£12,300 

£11,500 



. 




SUNDRY DEBENTURE HOLDERS 

. , £ I' ' ^ 

6% Debentures in Start Ltd. .. i 13,800 >i 5% Debentures 12,000 

> Rwisation Account, premium .. ... 1,800 

£13,800 ; i £13,800 


Balance b/f. 
Start Ltd. 


CASH 



£2,885 |l 


Expenses of Liquidation 

Pimerence Sharebolders - Arrears of Dividend 

Ordinary Shareholders 


£ 

585 

300 

2,000 


£2,885 


Realisation Account, putebase consideration ., 
Sundry Debtors c o llected ,. 


START LTD. 


£ 

12,000 7% £1 Preference Shares in Start Ltd. 

£ 

34,800 

felly paid 

10,000 £l Ordinary Shares in Start Ltd. 18t. paid 

12,000 

’•222 


6% Debentures In Start Ltd, .. 

13,800 

fi,630 

Sundry Creditors paid 

Realisatkm Account, Commisaian— 

£6,630- £33 
}% on £4,900 - 12 

4,900 


— * • • e s . 

45 


Cash 

1.685 

£6,630 


£6.630 
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BaUnoe b/f. 


£ 

7,000 „ Realisation Account: 

!< BadCM>is 

Discounts, 2^ V, on £6.800 
Start Ltd, - cash collected .. 


200 

170 

6,630 


£7,000 |, 

" 'i. 

I 


£7,000 


SUNDRY CREDITORS 


Realisation Account— 
Discounts, 4% on £2,300 
Start Ltd. - amount paid 


£ 

100 

4.900 

£3,000 


I 


Balance b/f. 


£ 

3,000 


r £3.000 


Note 

Since the Articles define the rights of the preference shareholders in a winding up, 
they are entitled to no further share in the assets of the company, and the surplus, after the 
preference shareholders have received their agreed share of the sale consideration and their 
arrears of dividend, goes to the ordinary shareholders {Scottish Insurance Corporation v. 
Wilsons and Clyde Coal Co. Ltd. (1949), A.C. 462). 


§18. Reduction of Capital 

Section 66, makes provision for the reduction of the share capital of a company as 
follows: 

(1) Subject to confirmation by the court, a company limited by shares, or a company 
limited by guarantee and having a share capital may, if so authorised by its articles, by 
sprcial resolution reduce its share capital in any way, and in particular, without prejudice 
to the generality of the foregoing power, may: 

{a) extinguish or reduce the liability on any of its shares in respect of share capital not paid 
up; or 

(&) either with or without extinguishing or reducing liability on any of its shares, cancel any 
paid-up share capital which is lost or unrepresented by available assets; or 

(c) either with or without extinguishing or reducing liability on any of its shares, pay off any 
paid-up share capital which is in excess of the wants of the company, and may, if and so 
far as is necessary, alter its memorandum by reducing the amount of its share capital, and 
of its shares accordingly. 

(2) A special resolution under this section is in this Act referred to as *a resolution for 
reducing share capital*. 

Where the proposed reduction of share capital involves either diminution of 
liability in respect of unpaid share capital, or the payment to any shareholder of any 
paid-up share capital, and in any other case if the court so directs, creditors are en¬ 
titled to object, and those so objecting must be either paid off or secured. 

In assenting to a scheme, the principal points the court takes into consideration are 
the protection of the rights of creditors, and the equitable adjustment of the loss be¬ 
ta 
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tween the various classes of shareholders, having regard to their rights both as to 
dividend and capital. 

The arrangement of a scheme acceptable to all parties and to the court is a matter 
of much difficulty, and it is not possible here to deal with the subject otherwise than 
quite generally, since every case must be considered on its merits. 

The reduction does not take effect until a copy of the court order and a minute 
approved by the court have been registered with the registrar of companies. The 
court may, in its discretion, order the words ‘and reduced’ to be added to the com¬ 
pany’s name for a period. 

In formulating a scheme of reduction of capital, it is desirable simultaneously to 
pass a resolution to increase the capital to its original figure by the creation of un¬ 
issued shares, otherwise, if it becomes necessary to issue further shares, capital stamp 
duty will be payable. 

It must be borne in mind that by Section 22 of the Companies Act, 1948, no 
member of a company can be bound by an alteration made in the memorandum or 
articles after the date on which he became a member, which, without his consent in 
writing, seeks to increase his liability to contribute to the share capital of, or otherwise 
pay money to, the company. 

A resolution for the reduction of share capital under Section 66, when confirmed 
by the Court, is, however, binding on all the members; there is no provision, as there 
is under Section 287, whereby a member who did not vote in favour of the resolution 
may demand to be bought out. It follows, therefore, that a scheme could not be 
carried through under Section 66 which provides for the reduction of fully paid 
shares to partly paid shares and for a further call to be made on the shareholders, 
unless the consent in writing of every member could be obtained thereto. A reduction 
or reconstruction of capital which entails a further call upon the shareholders could, 
however, be effected under Section 287, under which the company could be wound up 
voluntarily and its business or property transferred to another company in exchange 
for partly paid shares therein, as to which see § 19 {post 338). 


(a) Writing off Capital unrepresented by available Assets 

The following illustration shows the entries in a company’s books to give effect to a 
reduction of capital where capital has been lost or is unrepresented by available assets. 

It is first necessary to create the fund for the reduction by transferring from the 
various Share Capital Accounts to a Capital Reduction Account the amounts by 
which the capital is to be reduced, and then applying the fund in writing off the items 
decided upon. Where drastic alterations in capital are involved, it is preferable to 
close the old Capital Accounts by transferring the full amounts thereof to the Capital 
Reduction Account and then to debit the Capital Reduction Account and credit the 
new Share Capital Accounts with the new shares issu^. 
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Authorized and Issued Capital: 


1 |l 

Goodwill ,. 

25,000 

100,000 6 per cent Cumulative Preference Shares 

1 ;i 

Patents and Trade Marks .. 

10,000 

of £1 each 


: 100,000 

Land and Buildings 

88,000 

200,000 Ordinary Shares of £1 each .. 


200,000 : 

Plant and Machinery 

86,000 



■ 1 ■ ■ I'j 

Shares in Subsidiary Ltd. .. 

30,000 



300,000 ; 

Stock 

73,000 

5 per cent Debenture (secured on Land 

£ 

,1 

Debtors 

98,500 

and Buildings) 

50,000 


Deferred Expenditure - Advertising .. 

25,000 

Add Accrued Interest 

2,500 

i 

Profit and Loss Account 

85,000 



52,500 ; 



Bank OverdraR 


60.000 1 



Creditors .. 


85,000 ' 



Directors' Loans 


23,000 i! 

Ii 





£520,500 


£520,500 


Notes: - (1) Dividends on the Preference Shares are three years in arrear. 

(2) There is a contingent liability for damages of £10,000. 

A Capital Reduction Scheme, duly approved, settled the following terms: 

(1) The Preference Shares to be reduced to 16s each and the Ordinary Shares to 5s each and 
the resulting shares then to be converted into Preference and Ordinary Stock respectively 
and consolidated into units of £1. The authorized capital to be restored to £100,000 6 per 
cent Cumulative Preference Stock and £200,000 Ordinary Stock. The Preference share¬ 
holders waive two-thirds of the dividend arrears and receive Ordinary Stock for the 
balance. 

(2) All intangible assets to be eliminated, and bad debts of £7,500 and obsolete stock of 
£10,000 to be written off, 

(3) The shares in Subsidiary Ltd. are sold to an outside interest for £60,000. 

(4) The Debenture-holder agreed to take over one of the company’s properties (book value 
£18,000) at a price of £25,000 in part satisfaction of the Debenture and to provide further 
cash of £15,000 on a floating charge. The arrears of interest are paid. 

(5) The contingent liability materialized in the sum stated but the company recovered £5,000 
of these damages in an action against one of its directors. This was debited to his loan 
account of £8,000, the balance of which was repaid in cash on his resignation. 

(6) The remaining directors agreed to take Ordinary Stock in satisfaction of their loans. 

You are required to: 

(a) Give the necessary Journal entries to record the above, including the cash transactions. 

(h) Set out the revised Balance Sheet after giving effect to the entries in (a). 

(Ignore taxation.) 

P. LTD. 

(fl) JOURNAL 


£ 

Preference Share Capital Account .. Or. 20,000 

Ordinary Share Capital Account .. .. 150.000 

To Capital Reduction Account .. .. 170,000 

Beina 4s. per share written off 100,000 6 per cent Cumulative Preference Shares of £ I each and 15s. per share 
wntten off 200,000 Ordinary Shares of £1 each, in accordance with Capital Reduction Scheme. 

Preference Share Capital Account Dr. 80,000 

Ordinary Share Capital Account 50,000 

To 6 per cent Cumulative Preferaice Stock Account.. 80,000 

„ Ordinary Stock Account 50,000 

Being conversion of 100,000 Preference Shares of 16s. each and 200,000 Ordinanp Shares of Ss. each into 
stock and consolidation into 80,000 £1 units of 6 per cent Cumulative Preference Stock and 50,000 £1 units 
of Ordinary Stock respectively. 
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P. LTD. 

JOURNAL (continued) 


Capital Reduction Account .. .. .. ., Dr, 

To Ordinary Stock Account 

BdoB allotment of £.000 £1 Ordinaiy Stock units in satisfaction of one-third of the arrears of Preference 
dlviomd, the othw two-thirds being waived. 


Capital Reduction Account 
To Goodwill 

Patents and Trade Marks 
,, Deferred Expenditure - Advertising 
„ Profit and Loss Account 
„ Debtors 
„ Stock 

Being writing off of intangible assets, bad debts and obsotete stock. 


Dr. 


Cash .. Dr. 

To Shares in Subsidiary Ltd. 

„ Capital Reduction Account 

Being sale of shares in Subsidiary Ltd. for £60,000 and transfer of profit (£30,000) to Capital Reduction 
Account. 

S per cent Debenture Or, 

To Land and Buildings 
„ Capital Reduction Account 

Being Wanuer to debenture-holder at a valuation of £23,000 in part satisfaction of Debenture for £S0,000 
of property of book value of £18,000 and transfer of predit to Capital Reduction Account. 


Debenture Interest .. .. Dr. 

To Cash 

Being payment of accrued interest on £50,000 3 per cent Debenture. 


Cash .. .. .. .. .. .. Dr. 

To Second Debenture 

Being cash received in respect of a new debenture carrying a floating charge over the assets of the company. 


Capital Reduction Account .. Dr. 

Directors’ Loan Account 

To Cash . 

Being payment of £10,000 in settlonent of contingent liability and recovery of £5,000 thereof by set-off 
against directors' loan. 


Directors’ Loans .. .. .. Dr. 

To Cash 

„ Ordinary Stock Account 

Being repayment to former director of balance of loan and allotment of Ordinary Stodc in satisfaction of 
other directors’ loans. 


Capital Reduction Account Dr. 

To Capital Reserve Account 

Being balance on Capital Reduction Account transferred to Capital Reserve. 


£ 

6,000 

162,500 


60,000 

25,000 

2,500 

15,000 


5.000 

5,000 


I 18,000 

I 

I 


33,500 


£ 

6,000 


25,000 

10.000 

25,000 

85,000 

7,500 

10,000 


30,000 

30,000 


18,000 

7,000 


2,500 


15,000 

10,000 


3,000 

15,000 


33,500 


(h) 


P. LTD. 

Balance Sheet after Reduction of Capital 


Authorized Capital: 

£100,000 6 per cent Cumulative Preference Slock 
(£1 units) 

£200,000 Ordinary Stock (£1 units) 


Issued Capital; 

80,000 6 per cent Cumulative Preference Stock (£1 
units) .. .. .. ., 

71,000 Ordinary Stock (£1 units) 


i £ 'i 

i| 

i 100,000 ; 

: 200,000 ' 


; £300,000 


80,000 

71,000 


Fixed Assfts: 

Land aud BuilUiugs 
Plant and Machinery 

CuiutENT Assets: 

Slock 
Debtors .. 


Capital Rfserve 
Debentures: 

5 per cent Debenture (secured) 
Second Debenture (secured) .. 

Current Liabilities: 

Sundry Creditors 
Bank OverdraA 



151,000 I 

> • 1 

1 

£25s000 i 
15,000 

33,500 

ij 

40,000 ' 

£85,000 


500 

85,500 

1 


£310,000 |i 


I 

i £ 

I 70,000 
86,000 


63,000 

91,000 


£310,000 


£ 

156,000 

154,000 
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Note. The Capital Reduction Account will appear as under—» 


Ordinary Stock Account AUotmoit of £6,000 

1 £ 

Preference Share Capital - Reduction of 4t. per 
share on 100,000 shttres 

£ 

Odinary Stock in satisfaction of arrears of pre¬ 
ference dividend 

1 

! 6,000 

20,000 

Ordinary Share Capital - Reduction 15t. per share 
on 200,000 shares .. 

Cash - Discharse of contingent liability .. 

1 10,000 

150,000 

Amounts written off— 

Shares in Subsidiary Company— 


Goodwill .. 

i 2S,000 

Profit on sale 

30,000 

Patents and Trade Marks 

10,000 

Property - profit on sale 

Cash - Recovery of damages from director 

7,000 

Deferred Expenditure 

' 25,000 

5,000 

Profit and Loss Account 

85.000 


Debtors 

7.500 



Stock 

10,000 



Capital Reserve - Italance transferred 

, 33,500 




£212,000 


£212,000 


/ 




(b) Other modes of Reduction of Capital 

The forfeiture of shares will result in a reduction of capital until such shares are re¬ 
issued, but, in view of the circumstances, sanction of the court is not required, the 
forfeiture being carried out under the terms of the Articles for non-payment of calls 
or premiums on shares. 

The surrender of shares is not valid unless the right of the company to forfeit them 
has already arisen; nor is the acquisition by a company of its own shares valid, 
except to the extent that redeemable preference shares can be repaid. The latter is not 
a reduction, however, inasmuch as, unless there has been a fresh issue of shares for 
the purpose, the capital is replaced by the Capital Redemption Reserve Fund. 

(c) Schemes for Capital Reduction 

In (a) above, the book-keeping entries required to give effect to a capital reduction 
scheme have been shown. It is now necessary to consider how such a scheme is drawn 
up, having regard to the facts of the case and the rights of the various classes of 
persons interested. It must be borne in mind that a scheme for reduction of capital is 
only worthy of consideration if the company has reasonable prospects of recovery in 
the future. If it is already a doomed concern, it will be better to wind it up forthwith. 

The first step is to determine the amount required to eliminate any fictitious assets, 
and write down assets that are overvalued. In this connection, it is important to bear 
in mind that the over-valuation of an asset may result in an excessive charge being 
made in the Profit and Loss Account for depreciation, causing profits to be understated 
or losses overstated to the extent of such excess. 

niustratlon (1) 

Plant standing in the books at £100,000, is being depreciated at the rate of 10% per annum, 
which is considered an adequate rate to eliminate the plant from the books by the end of 
its effective life. A current valuation on a going concern basis shows that the plant is worth 
only £40,000. The reduction of £60,000 is a loss of capital and the decrease in the charge for 
depreciation from £10,000 to £4,000 might make all the difference between a profit and a 
loss or the payment or non-payment of dividends. 

Any debit balance on Profit and Loss Accoimt must be provided for, and it is 
d^irable to write off all fictitious assets, e.g., preliminary expenses, to write off or 
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reduce the book value of goodwill and to provide for the adequate writing down of 
such items as patents, trade marks, patterns, etc., unless they can definitely be deemed 
to be worth their book values. 

Having arrived at the total amount to be provided, it is then necessary to examine 
closely the rights of the debenture holders, creditors and various classes of share¬ 
holders. The following general points must be considered: 

(1) Debenture holders can sometimes be persuaded to share in the general sacrifices 
that will be necessary to give the company a new lease of life. Persons who invest in 
debentures are content with a comparatively low rate of interest, provided their 
capital is secured. If it can be shown that on a forced realisation of assets such as 
would ensue if the company were driven into liquidation, the assets, after providing 
for preferential creditors and the costs, would not realise sufficient to repay the 
debentures in full, but that there is every prospect of the security being enhanced in 
the future if the company is reorganised, then the debenture holders may consent 
to cooperate by sacrificing some of their capital. Some recompense is usually 
required, e.g., an increased rate of interest, and/or an interest in the equity by the 
issue to them of fully-paid ordinary shares for a proportion of their capital con¬ 
tribution to the amount required for writing off assets. 

(2) Creditors, other than those who would be preferential in a winding-up, may agree 
to share in a reduction where the position warrants it. If the debenture holders have 
agreed to make some sacrifice, the creditors can hardly refrain from doing so, as 
in the event of liquidation, they would get little or nothing. In other cases, however, 
creditors can only be expected to accept something less than the amounts due to 
them where it can be shown that in that way they will get more than if they either 
refused (making a reconstruction in the circumstances impossible) or forced the 
company into liquidation. 

In most cases, however, neither debenture holders nor creditors can be expected 
to share in the reduction, and the amount required must be provided by writing 
down share capital alone. 

(3) Shareholders. The bulk of the loss, in most cases the whole of it, must fall upon the 
shareholders. If creditors are to come into the scheme, the shareholders must give 
up something to them, e.g., a share in the equity that will enable the creditors to 
reap some reward in future years for their immediate sacrifice. 

It is now necessary to consider the position of the various classes of shareholders. 

Where capital has been lost, the brunt of the loss must fall on the ordinary share¬ 
holders, but if this would mean the loss of their whole interest in the company it is 
obvious that they would not agree to the scheme. The company may have retained in 
the past profits which could have been distributed as dividends, but which the share¬ 
holders allowed to remain in order to strengthen the company’s finances. As the 
company fell on leaner times such reserves may have been drawn upon to pay pref- 
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erence dividends, with the result that the ordinary shareholders have already made a 
sacrifice for the benefit of the preference shareholders. 

Before considering this question further, it is essential to appreciate the real 
effect of writing down capital. As an example, let it be assumed that the capital of 
a company is £100,000, divided into 60,000 £16% preference shares and 40,000 £1 
ordinary shares. So far as profits are concerned, whatever sum remains after the 
preference dividend of £3,600 has been paid is divisible among the ordinary share¬ 
holders. It does not matter, therefore, to what nominal value the ordinary shares are 
written down; the amount of the dividend per share remains the same, and the market 
value of the shares will not be affected by the reduction in nominal value. Writing 
down ordinary shares therefore entails no real sacrifice so long as the shareholders’ 
interest in the divisible profits is not reduced. A reduction in the nominal value of the 
preference shares, however, or in the rate of dividend payable thereon, will reduce the 
preference shareholders’ participation in profits and, as a consequence, the market 
value of their shares. Again, if the preference shares have the right to preferential 
repayment of capital, but are entitled to no right to share in a surplus on a winding-up, 
the ordinary shareholders will receive all the assets remaining after repaying the 
preference capital, no matter what the nominal value of the ordinary shares may be. 
Writing down ordinary shares in such circumstances imposes only a nominal sacrifice 
upon the holders of such shares. 

Where preference shareholders are entitled to share in a surplus the writing down 
of the ordinary shares does involve a sacrifice of rights, since a bigger proportion of 
any surplus would then go to the preference shareholders. The ultimate winding-up 
rights, however, are not so immediately important as the dividend, i;e., going con¬ 
cern rights, and, therefore, where preference shareholders are called upon to share in 
a reduction of capital it is only equitable that ordinary shareholders should surrender 
part of their rights to the preference shareholders. 

It is considered that preference shareholders should only be asked to share in a 
reduction where their dividend rights are excessive, having regard to current con¬ 
ditions, and/or the amount required exceeds the ordinary capital. In such cases the 
preference shareholders might be asked to accept a lower rate of dividend or make 
some contribution to the loss of capital, but in either case they should receive some 
compensation, such as a share in the equity of the company to give them the chance 
of recouping at least part of their loss if conditions improve. 

Arrears of cumulative preference dividends must be dealt with on their merits. If 
they are cancelled, the preference shareholders should be compensated by the issue to 
them of shares or income certificates (to be paid off out of future profits in priority 
to dividends) in respect of the whole or part of the arrears, the cancellation of which 
will benefit the ordinary shareholders. 

The real test of whether the scheme is reasonably equitable is to compute how the 
estimated future income will be divisible under the new share capital holdings as 
compared with the old, bearing in mind that, as a result of the reorganisation, all 
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classes of shares can anticipate immediate dividends instead of vtraiting until the debit 
balance on Profit and Loss Account is eliminated by profits. The benefit of immediate 
dividends is greater, the lower the class of shares. Deferred shares, as a rule, will have 
to be cancelled, or given a very minute interest in the reorganised company. If, how¬ 
ever, they hold valuable rights pari passu with the ordinary shares, they will have to 
rank equitably with the latter. 


Dlostratlon (2) 

The following is the Balance Sheet of Mills Ltd. as on 31st December 


CapitHl, Authorised and Issued: 

230,000 6 per cent. Cumulative Preference Shares 
of £1 each 230,000 

230,000 Ordinal Shares of £1 each 230,000 

6 per cent. Debentures secured by a floating charge 
on the assets 100,000 

Arrears'of Interest thereon 12,000 

Sundry Creditors 64,000 

Bank Overdraft 24,000 


£700,000 


£ 


Goodwill 

100,000 

Patents and Trade Marks 

80,000 

Freehold Land and Buildings 

135,000 

Plant and Machinery .. 

85,000 

Stock-In-Trade 

79,900 

Sundry Debtors 

110,000 

Cash in hand 

100 

Profit and Loss Account 

110,000 


: £700,000 


The dividends on the preference shares are five years in arrear. 

The directors state that the current trading results show a marked improvement, and that 
they anticipate a net profit of £20,000 per annum will be maintained in future years. 

They desire to resume the payment of dividends as soon as possible and are accordingly 
considering the reduction of the company’s capital. 

The debenture holders, in order to assist in the revival of the company, have expressed 
their willingness to exchange thtir arrears of interest for an interest in the equity of the 
business of one-half of the nominal value of the arrears, and to provide £25,000 further 
cash (on a floating charge) to repay the bank overdraft and to provide working capital of 
£ 1 , 000 . 

The preference shares are described by the Articles as not preferential as to capital, but 
any arrears of dividends are to form a first charge upon any surplus on winding-up. The 
preference shareholders have expressed their willingness to a r^uction in the rate of dividend 
to 5 per cent, and to forego two-thirds of their arrears, provided that they receive an interest 
in the equity equal in nominal value to the remaining third. 

You are required: 

(а) To draft a scheme for the reduction of capital which should include the elimination of 
goodwill (acquired from James Mill on the formation of the company in exchange for 
100,000 ordinary shares which he still holds) and the Profit and Loss Account balance, 
the reduction of the value of patents and trade marks by £50,(XX), and the provision of a 
capital reserve through which any adjustments arising out of the capital rearrangements, 
etc., may be dealt with. After reduction, the ordinary shares are to be converted Into 
shilling shares. 

(б) To re-draft the Balance Sheet, giving effect to the scheme you suggest. 



COMPANY ACCOUNTS 


337 


§18] 

(a) Scheme for Reduction of Capital 

The amount by which the capital is to be reduced is £285,000, made up as follows: 

£ 

To eliminate Goodwill .. . 100,000 

„ „ Profit and Loss Account balance .. .. 110,000 

„ write down Patents and Trade Marks 50,000 

„ provide for one-third of arrears of Preference Dividend 25,000 

£285,000 

Since the preference shares are not entitled to priority as to capital, the loss of capital 
should, primd facie, be borne equally between the ordinary and the preference shareholders. 
In view, however, of the fact that the preference shareholders have consented to a reduction 
in their rate of cumulative dividend to 5 per cent., w hich, of itself, will reduce the value of 
their shares, they should be required to suffer a correspondingly smaller reduction in their 
nominal capital. It is true that the preference shareholders are also to receive a share in the 
equity amounting to £25,000, but this is in consideration of the cancellation of £75,000 
arrears of dividend, and is quite independent of the reduction in nominal capital. 

It is therefore proposed that the capital be reorganised as follows; 

(1) The 250,000 6 per cent, cumulative preference shares of £1 each to be reduced £ 
to shares of 13s. 6d. each, and subdivided into: 

250,000 5 per cent, cumulative preference shares of 10s. each .. £125,000 
875,000 ordinary shares of Is. each .. 43,750 

£168,750 

This represents a reduction in capitiil of .. .. 81,250 

In addition, the preference shareholders to receive 500,000 ordinary shares of 
Is. each — £25,000, in satisfaction of one-third of their arrears of dividend, the 
balance to be cancelled. 

(2) The 250,000 ordinary shares of £1 each to be reduced to shares of 4s. each, and 
converted into 1,000,000 ordinary shares of Is. each 

This represents a reduction in capital of .. 200,000 

(3) The debenture holders to be alloted 120,000 ordinary shares of Is. each in 
satisfaction of half their arrears of interest, the balance to be cancelled. 

This represents a reduction of .. 6,000 

Total reduction .. £287,250 

Of this amount, £285,000 will be applied in writing down the assets and providing for the 
£25,000 arrears of preference dividend, as shown above. The balance of £2,250 may be 
applied in meeting the costs of the reduction scheme and any adjustments arising out of it, and 
in reducing the book value of such other of the assets as may be determined by the directors. 

The paid-up capital of the company will now consist of: 

250,000 5 per cent, cumulative preference shares of 10s. each .. £125,000 

2,495,000 ordinary shares of Is. each .. .. .. .. 124,750 


£249,750 
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The resolution for reduction of capital should at the same time provide for the restoration 
of the authorised capital to £500,000, thus leaving £250,250 unissued capital, which would 
be available for issue at some future date, if required. 

The effect of the above reorganisation of capital, assuming an annual profit of £20,000 to 
be maintained, will be to cause the profits to be divided between the existing preference and 
ordinary shareholders in approximately the following proportions. Although on a profit of 
£20,000, the preference shareholders will receive a little less than previously, their holding of 
ordinary shares will give them the control of the company, and they will take a major share 
in any increase in distributable profits over £20,000. 


Existing preference shareholders will receive: 

Dividend of 5 per cent, on £125,000 new preference shares .. 6,250 

Dividend of, say, 10 per cent, on £68,750 new ordinary shares .. 6,875 

- 13,125 

Existing ordinary shareholders will receive: 

Dividend of, say, 10 per cent, on £50,000 new ordinary shares .. 5,000 

Debenture holders will receive: 

Dividend of, say, 10 per cent, on £6,000 new ordinary shares ., 600 


18,725 

Carry forward .. .. 1,275 


£20,000 


Note 

It is assumed that the debenture interest would already have been provided for before 
arriving at the profit of £20,000. 

MILLS LTD 

RE-DRAFTED BALANCE SHEET 


Capital- 

Authorised 

Issued— 

2SO,000 S% Cumulative Prererence 
Shares of 10s. each 
2,49S.000 Ordinary Shares of Is. each 

Capital Reserve 

6% Debentures secured by a floating 
charge on the assets 
Sundry Creditors 


£ 

500.000 

£ 

‘ 

Fixed Assets— 

Patents and Trade Marks 
Freehold Land and Buildings 
Plant and Machinery 

' £ 

1 

.. 1 30,000 

.. ; 135.000 

.. . 83,000 

£ 

250,000 

125,000 


Current Assets— 

1 

124,750 

' 

i 

Stock-in-Trade 

.. 1 79,900 


249,750 

2,250 

125,000 

64.000 

Sundry Debtors 

Cash 

.. ! 110,000 

.. 1 1,100 

1 

1 

1 

191,000 


£441,000 


1 

£441,000 


§ 19. Reconstructions and Reorganisations 

The sale of the undertaking of an existing company to a new company specially 
formed for that purpose is termed a reconstruction, and may be resortoi to for any of 
the following objects: 

(1) For the purpose of raising fresh capital by issuing partly paid shares in the new 
company in exchange for fully paid shares in the old company, and calling up the 
balance of such new shares as and when required. 

(2) For amalgamating two or more companies. 
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(3) For taking new powers in the memorandum, or changing the domicil of the com¬ 
pany. 

(4) For re-arranging the capital and the rights of members as between themselves. 

(5) For effecting a compromise with creditors, or the allotment to them of shares or 

debentures in settlement of their claims. 

The cases of amalgamation and absorption of one company by another have 
already been dealt with. 

Where it is proposed to wind up a company voluntarily, and to dispose of the whole 
or part of its undertaking to another company in consideration for shares in that com¬ 
pany, to be distributed rateably amongst the shareholders of the vendor company, the 
scheme must be approved by the members by special resolution (in the case of a 
creditors’ winding-up, with the sanction of the committee of inspection or of the court). 
Any dissentient member may call upon the liquidator by notice in writing within seven 
days of the date of the resolution, either to abandon the scheme, or purchase the dis¬ 
sentient’s interest at a price to be agreed or settled by arbitration. This course might 
be adopted where the shares of the new company are to be allotted as only partly paid. 

If the liquidator elects to purchase the member’s interest, the purchase money must 
be paid before the company is dissolved, and be raised by the liquidator in such 
manner as may be determined by special resolution (s. 287). 

It may be arranged for the shares not taken up by shareholders to be allotted to the 
nominee of the liquidator, who will sell them for the best price he can obtain, and 
divide the proceeds among the shareholders who dissent from the scheme. 

In cases where a company has sustained a considerable loss of capital and is unable 
to satisfy its creditors in full, the reconstruction scheme commonly provides for a 
reduction of the original capital, a compromise with the creditors either for cash or for 
the issue of fully-paid shares or debentures, and the provision of new working capital 
by the issue to the existing shareholders of partly paid up shares, in exchange for the 
sWes held in the old company. 


Illustration 

The final Trial Balance of the Patent Bottle Company, Limited, was as follows: 


Share Capital: £ £ 

50,000 Shares of £1 each fully paid 50,000 

Creditors .. .. 26,500 

Patent Rights 48,000 

Debtors .. 4,500 

Stock .. 10,000 

Preliminary Expenses 1,800 

Profit and Loss Account .. 12,050 

Cash .. .. .. .. .. 150 


£76,500 £76,500 
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Efforts to secure sufficient new capital to pay off the liabilities and place the concern on 
a sound basis having proved unsuccessful, it was decided to reconstruct, and the following 
scheme was submitted to, and approved by, the shareholders and creditors: 

(1) The company to go into voluntary liquidation, and a new company having a nominal 
capital of £100,000 to be formed, call^ the New Patent Bottle Company, Limited, to 
take over the assets and liabilities of the old company. 

(2) The assets to be taken over at book value, with the exception of the patent rights, which 
were to be subject to adjustment. 

(3) The creditors to be discharged by the new company on the following basis: £ 

Preferential creditors to be paid in full .. .. 500 

Unsecured creditors to be discharged by cash composition of 10s. in the £ .. 13,400 

Unsecured creditors to be discharged by issue of 6 per cent, debentures fully paid 

at a bonus of 10 per cent. .. .. 12,600 

£26,500 

(4) 50,000 shares of £1 each, 10s. paid up, to be issued to the shareholders in the old com¬ 
pany, payable 5s. on application and 5s. on allotment. 

(5) The costs of liquidation amounting to £250 to be paid by the new company as part of 
the purchase consideration. 

Close the books of the old company, and show the opening entries in the new company’s 
books, preparing therefrom a Balance Sheet, assuming all the shares and debentures to have 
been allotted, and all cash in respect of the shares to have been received. 

OLD COMPANY'S BOOKS 
JOURNAL 


Realisation Account 

To Sundries - Patent Rights .. 

Debtors 

Stock .. 

Cash .. .. .. .. .. .. .. 

Being Sundry Assets transferred. 

Dr. 

£ 

62,650 

£ 

48,000 

4,500 

10,000 

150 

Realisation Account 

To Sundry Creditors 

Being Bonus of 10% on £12,600, payable in 6 % Debentures fully paid, tu per agreement. 

Dr. 

1,260 

1,260 

Purchasing Company .. 

To R^isation Account 

Being Purchase consideration payable under scheme as follosrs: 

30,000 Shares of £1 each, l(h. paid up. to be issued to Shareholders 
£13,860 6 % Debentures fully paid, to be issued to Creditors in part payment 

Cash to Cneditors in part paymoit of Unsecured Creditors and in fliU discharge of Pref¬ 
erential Creditors 

Cash for Liquidation Expenses 

Dr. 

£25.000 

13,860 

7,200 

250 

46,310 

46,310 

£46.310 






Realisation Account 

To Cash . . 

Being paymmt of Liquidation Expenses. 

Dr. 

250 

230 

Sundries — 

To Purchasing Company 

Shares Account-50,000 Shares of £1 each, 10s. paid up 

Etebennires Account - £13,860 6 % Debentures 

Cash 

Dr. 

25,000 

13,860 

7,450 

46,310 



£46,310 

£46,310 

DCing assets nonucti t*vcr oy i^cw vxoiiipaijy tu sjiiiiiiNttc/r tn witwniaiit ui nuisiuuB voosiooiatipp 




Sundry Creditors 

To Sundrieg— 

Debentures 

Cash 

Realisation Account 

Dr, 

27,760 

13,860 

7,200 

6,700 

^ — g% tm a wf a aevaeasenga #1%eea tSimnvaj ^^anne6eaM aa vaaa asM^^aevaaea# aeasg #aaeaaffaa Wataearsa l 

A tt aal^ 

£27,760 

£27,760 

061110 oucium 86 oi unounui uiiv ui sunary c>r 6 aiioni si per 6 |p 6 ciii 6 iiia uiu imiNcr oi Pawnee i 
isatiem AocounL 

lO Kcei* 

i 
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OLD COMPANY’S BOOKS 

JOURNAL {Continued) 



Sundry Membert 

To RealiMtion Account 

Being loss on Realisation. 

.. 

•• 

. Dr. 

11,150 

. 

11,150 

Sundry Members 
lo Sundries— 

Profit and Loss Account 
PreUminan; Expenses 

Being Balances Transferred, 

,, 

.. 

. Dr. 

13,850 

12,050 

1,800 

Share C^tal.. 

To wndry Membert Account 
Being Share Capital Tranrferred. 


• 

. Dr. 

50,000 

50,000 

Suntby Members Dr. 

To Shares in New Company 

Being issue of50,000 Shares £1 each, lOt. paid up in New Company in exchange for Shares in Old Company, 

25.000 

25,000 


LEDGER 

REALISATION ACCOUNT 



Patent Rights 

Debtors .. 

Stock 

Cash 

Creditors 10% Bonus 

Cash - Expenses 

. . 

£ 

48,000 

4,500 

10,000 

ISO 

1,260 

250 

Purchasing Company ~ Purchase consideration 
Sundry Creditors. Rebate allowed 

Sundry Members Account, being Loss 

£ 

46,310 

6.7tX> 

11,150 



£64,160 |i 

' 

£64,760 


li 

PURCHASING COMPANY 



Realisation Account - Purchase consideration ,, 

£ 

46,310 

1 

1 Shares in Purchasing Company 

Debentures in Purchasing Company .. 
Cash 

•• 

£ 

25,000 

13,860 

7,450 



£46,310 



£46,310 

' 

1 

SUNDRY C 

:reditors 



Debentures in New Company 

Cash. 

Realisation Account 


£ 

13,860 

7,200 

6,700 

Balance b/f. 

Realisation Account 


£ 

26,.500 

1,260 



£27,760 



£27,760 


SUNDRY 

members 



Realisation Account, Loss ,, 
Profit and Loss Account 
Preliminary Expenses 

Shares in New Company 

,, 

£ 

. 11,150 

' 12,050 

! 1,800 
: 25,000 

Share Capital Account 

' 

•• 

£ 

50,000 



! £50,000 

-' 

1 

1 


£50,000 



CASH 

BOOK 



Purchasing Company 

.. 

1 

i £ 

j 7,450 

1 

Sundry Creditors .. 

Liquidation Expenses 

1 


£ 

7,200 

250 



! £7,450 

1 


! £7,450 



1 

_ ... . , 

. - 

1 







342 


BOOK-KEEPING AND ACCOUNTS 


[Chap. VIII 


NEW COMPANY’S BOOKS 

JOURNAL 

Sundry Assets— 

To Vendor .. 

Patent Rights 

Debtors 

Stock 

Cash 

Dr. 

£ ! 

1 

31,6i)0 : 
4,500 1 
10,000 ' 
150; 

£ 

46,310 

Being assets taken over in accordance with Scheme of Reconstruction. 


£46,310 

£46,310 


i 


Vendor 

To Sundries— 

Share Capital Account - 50,000 Shares of £1 each, lOs. paid up 

6% Debentures .. 

Cash 

Dr. 

46,310 

25,000 

13,860 

7,450 



~£46,3I0 ' 

£46.310 

Being Shares and Debentures issued and Cash paid in settlement of purchase consideration. 




Application and Allotment Account 

To Share Capital 

Being Ss, per Share payable on application and Ss. on allotment of 50,000 Shares issued. 

Dr. 

25,000 

25,000 



CASH BOOK 

.. 


£ 

£ 

Vendor . 

., .. 150 , Vendor .. 

.1 7,450 

Application 

.. .. 12,500 1 Balance c/d. 

.; 17,700 

Allotment 

12,500 

1 


£25,150 

1 £25,150 

Balance b/d. 

17,700 1 



. - —. 

-- —.—- 


BALANCE SHEET AS AT. 

' £ 

1 

' £ 


! Patent Rights at cost .. 

. 31,660 

Nominal Capiul: 

1 : Debtors 

. 4,500 

100,000 Shares £1 each 

100,000 Stock 

. 10,000 

--Cash 

. 17,700 

Issued Capiul: 

50,000 shares £1 each, fully paid 

.. 50,000 1 


6% Debentures 

13,860 

1 


£63,860 

£63,860 


Notes 

(a) Payment of Creditors 

As the liquidator is responsible to the creditors of the old company to see that the con¬ 
ditions as set forth in the scheme of reconstruction are duly carried out, the liabilities will 
be discharged through him, and the transactions will consequently be recorded in the books 
of the old company. 

(ft) The Adjusted Value of the Patent Rights 
The value placed upon the patent rights is arrived at by taking the difference between the 
purchase price payable to the vendor and the assets taken over upon which an agreed value 
was placed. 
























CHAPTER IX 


THE ACCOUNTS OF HOLDING COMPANIES 
§ 1. Holding Companies 

In addition to carrying on their ordinary functions as trading concerns, many com¬ 
panies invest a substantial proportion of their capital in the purchase of shares in sub¬ 
sidiary companies with a view to controlling their operations. In some instances the 
whole of the share capital of the holding company is employed in this way and no 
trading operations are carried on direct. Control of the subsidiary companies is 
secured by acquiring a majority of the shares carrying voting rights, and thus the 
holding company is in a position to control the composition of the board of directors 
of the subsidiary. 

The holding company system has many advantages, of which the following may be 
mentioned: 

(1) Where it is desired to amalgamate a number of businesses, and at the same time 
to preserve their separate identities and connections, a holding company is an 
obvious solution. 

(2) Where it is desired to decentralise an existing business, subsidiary companies may 
be formed to take over certain of its branches or activities. 

(3) From a taxation viewpoint the preservation of the separate entities of the members 
of the group will enable any unrelieved losses or capital allowances to continue 
to be carried forward and set off against future profits, which right would be lost if 
the companies were wound up. 

(4) If it is desired to discontinue certain of the operations, only the subsidiary com¬ 
pany or companies carrying on those operations need be closed down or the in¬ 
terest therein sold, whereas if all the businesses are merged into one, the discon¬ 
tinuance of part might be much more difficult and disturbing. 

(5) Since each company must prepare separate accounts, the separate results of each 
business are available, whereas in a single concern there might be a temptation to 
dispense with the necessary analysis required to ascertain departmental results. 

(6) Most of the advantages of complete amalgamation apply equally to the holding 
company type of merger. 

Where one company desires to obtain a controlling interest in another company, 
shares therein can either be acquired by purchase in the open market, or an offer can 
be made to its shareholders through its directors. In either case the purchasing com¬ 
pany may not be able to acquire the whole of the shares, and in many instances the 
acquisition of a majority of the shares carrying the voting rights is all that is con- 
sidled necessary. In some instances, however, it may be desired to obtain a complete 
interest, and thb is rendered possible under Section 209 of the Companies Act, 1948. 

343 
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This section provides that where a scheme or contract involving the transfer of 
shares has, within four months after the making of the offer, been approved by the 
holders of not less than nine-tenths in value of the shares affected (other than shares 
already held by the transferee company or its nominee), the transferee company may, 
at any time within two months after the expiration of the said four months, give notice 
in the prescribed manner to any dissentient shareholder that it desires to acquire his 
shares. It is then entitled and bound to acquire those shares on the same terms as those 
on which the other shares are to be transferred, unless the court, upon the application 
of the dissentient shareholder, within one month of the date of the notice orders 
otherwise. 

Where, however, the transfers company already holds shares in the transferor com¬ 
pany of the same class as the shares whose transfer is involved, to a value greater than 
one-tenth of the aggregate value of the shares whose transfer is involved (other than 
those already held by the transferee company), the foregoing provisions shall not 
apply unless: 

(a) the transferee company offers the same terms to all holders of the shares whose 
transfer is involved; and 

(h) the holders who approve the scheme or contract, besides holding not less than 
nine-tenths in value of the said shares (other than those already held) represent not 
less than 75 per cent, of the holders of those shares (s. 209 (1)). 

Where, in pursuance of any such scheme or contract, shares in a company are 
transferred to another company or its nominee, and those shares, together with any 
other such shares already held by the transferee company or its subsidiary, comprise 
or include nine-tenths in value of the shares in the first mentioned company, or of any 
class thereof, the transferee company must, within one month from the date of the 
transfer, give notice of that fact in the prescribed manner to the holders of the remain¬ 
ing shares who have not assented to the scheme. Any such holder may then, within 
three months, require the transferee company to acquire his shares, and the transferee 
company shall then be entitled and bound to acquire those shares on the same terms 
as those under which the shares of the approving shareholders were transferred to it, 
or on such other terms as may be agreed or as the court thinks fit to order (s. 209 (2)). 

Where a notice has been given under Section 209 (1), and the court has not, upon 
application, seen fit to interfere, the transferee company shall at the expiration of one 
month from the date of the notice, or upon the disposal of the application to the 
court, transmit a copy of the notice to the transferor company together with an 
intrument of transfer duly executed, and pay the amount of the consideration for the 
shares to be acquired, and the transferee company shall then be registered as the 
holder of the shares in question. 

The consideration shall be paid into a separate bank account, to be held on trust 
for the shareholders entitled thereto, who can presumably obtain it upon surrender 
of their share certificates (s. 209 (3)). 
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§2. Definiticm of Suteidiary Company 

Section 154 of the Companies Act, 1948, defines a subsidiary company as follows: 

(1) For the purposes of this Act, a company shall, subject to the provisions of sub¬ 
section (3) of this section, be deemed to be a subsidiary of another if, but only if,: 

(fl) that other either: 

(1) is a member of it and controls the composition of its board of directors: or 
(ii) holds more than half in nominal value of its equity share capital; or 

(b) the first-mentioned company is a subsidiary of any company which is that other’s sub¬ 
sidiary. 

(2) For the purposes of the foregoing subsection, the composition of a company’s board 
of directors shall be deemed to be controlled by another company if, but only if, that other 
company by the exercise of some power exercisable by it without the consent or concurrence 
of any other person can appoint or remove the holders of all or a majority of the director¬ 
ships; but for the purposes of this provision that other company shall be deemed to have 
power to appoint to a directorship with respect to which any of the following conditions is 
satisfied, that is to say: 

(a) that a person cannot be appointed thereto without the exercise in his favour by that other 
company of such a power as aforesaid; or 

(b) that a person’s appointment thereto follows necessarily from his appointment as director 
of that other company; or 

(c) that the directorship is held by that other company itself or by a subsidiary of it. 

(3) In determining whether one company is a subsidiary of another; 

(a) any shares held or power exercisable by that other in a fiduciary capacity shall be treated 
as not held or exercisable by it; 

(/>) subject to the two following paragraphs, any shares held or power exercisable: 

(i) by any person as a nominee for that other (except where that other is concerned only 
in a fiduciary capacity); or 

(ii) by, or by a nominee for, a subsidiary of that other, not being a subsidiary which is 
concerned only in a fiduciary capacity; 

shall be treated as held or exercisable by that other; 

(c) any shares held or power exercisable by any person by virtue of the provisions of any 
debentures of the first-mentioned company or of a trust deed for securing any issue of such 
debentures shall be disregarded; 

(d) any shares held or power exercisable by, or by a nominee for, that other or its subsidiary 
(not being held or exercisable as mentioned in the last foregoing paragraph) shall ha 
treated as not held or exercisable by that other if the ordinary business of that other or 
its subsidiary, as the case may be, includes the lending of money and the shares are held 
or power is exercisable as aforesaid by way of security only for the purposes of a trans¬ 
action entered into in the ordinary course of that business. 

(4) For the purposes of this Act, a company shall be deemed to be another’s holding 
company if, but only if, that other is its subsidiary. 

(5) In this section the expression ‘company’ includes any body corporate, and the ex¬ 
pression ‘equity share capital’ means, in relation to a company, its issued share capital 
excluding any part thereof which, neither as respects dividends nor as respects capital, 
carries any right to participate beyond a specified amount in a distribution. 

From the above definition it will be seen that for A Ltd. to be a subsidiary of B Ltd.: 
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(a) B Ltd. must both hold shares in, and control the composition of the board of 
directors of A Ltd. in the manner defined in the Act; or 

(b) B Ltd. must hold more than half in nominal value of the equity share capital of 
A Ltd.; or 

(c) A Ltd. must be a subsidiary of another company which itself is a subsidiary of 
BLtd. 

In determining whether B Ltd. holds more than half of the equity share capital of 
A Ltd., any shares in A Ltd. held by a nominee or subsidiary of B Ltd. will be deemed 
to be held by B Ltd. 

The definition of ‘equity share capital’ for the above purpose given in subsection 
(5) merits attention. The expression means all the issued capital, except any part 
thereof which, neither as respects dividends nor as respects capital, carries any right 
to participate beyond a specified amount in a distribution. Thus it would appear that 
preference shares which carry the right to a fixed rate of dividend and to no further 
participation in profits, but which are entitled, on a winding-up, to participate beyond 
a fixed amount in any surplus assets remaining after the share capital has been repaid, 
would be regarded as part of the equity share capital for this purpose. 

A body corporate or its nominee cannot be a member of a company which is its 
holding company, and any allotment or transfer of shares in a company to its sub¬ 
sidiary is void, except as follows: 

(a) Where the subsidiary is concerned as personal representative or as trustee (unless 
the holding company or a subsidiary thereof is beneficially interested under the 
trust and is not so interested merely by way of security for money lent in the 
ordinary course of a business which includes lending money); 
ib) Where a subsidiary was a member of its holding company at 1st July 1948 it may 
continue to be a member, but shall have no right to vote at any meeting of the 
holding company or any class of members thereof (s. 27). 

A distinction must be drawn between a subsidiary company and an associated com¬ 
pany. The latter is one working in close association with, and possibly with common 
directors, without actually being a subsidiary of, the holding company. 


§3. Group Accounts 

Where at the end of its financial year a company has subsidiaries, accounts or state¬ 
ments (referred to as ‘group accounts’) dealing with the state of affairs and profit or 
loss of the company and the subsidiaries must be laid before the company in general 
meeting when the company’s own Balance Sheet and Profit and Loss Account are 
so laid, except that: 

(a) group accounts are not required where the company is at the end of its financial 
year the wholly owned subsidiary of another body corporate incorporated in Great 
Britain. A wholly owned subsidiary is one which has no members other than its 
holding company and that holding company’s wholly owned subsidiaries and its or 
their nominees; and 
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(Jb) group accounts need not deal with a subsidiary of the company if the company’s 
directors are of opinion that— 

(i) it is impracticable, or would be of no real value to members of the company, 
in view of the insignificant amounts involved, or would involve expense or 
delay out of proportion to the value to members of the company; or 

(ii) the result would be misleading, or harmful to the business of the company or 
any of its subsidiaries; or 

(iii) the business of the holding company and that of the subsidiary are so different 
that they cannot reasonably be treated as a single undertaking; 

and, if the directors are of such an opinion about each of the company’s sub¬ 
sidiaries, group accounts shall not be required. 

It is, however, provided that the approval of the Board of Trade shall be required 
for not dealing in group accounts with a subsidiary on the ground that the result 
would be harmful, or on the ground of the difference between the business of the 
holding company and that of the subsidiary (s. 150). 

The group accounts laid before a holding company must be consolidated accounts 
comprising— 

(a) a consolidated Balance Sheet dealing with the state of affairs of the company and 
all the subsidiaries to be dealt with in group accounts; 

(b) a consolidated Profit and Loss Account dealing with the profit or loss of the 
company and those subsidiaries. 

If, however, the company’s directors are of opinion that it is better for the purpose 
of presenting the same or equivalent information about the state of affairs and profit 
or loss of the company and those subsidiaries, so that it may be readily appreciated 
by the company’s members, the group accounts may be prepared in some other form. 
In particular they may consist of more than one set of consolidated accounts, dealing 
respectively with the company and one group of subsidiaries, and with other groups 
of subsidiaries, or of separate accounts dealing with each of the subsidiaries, or of 
statements expanding the information about the subsidiaries in the company’s own 
accounts, or any combination of those forms. 

The group accounts may be wholly or partly incorporated in the company’s own 
Balance Sheet and Profit and Loss Account (s. 151). 

The following are some of the forms of group accounts, other than the conventional 
consolidated Balance Sheet and Profit and Loss Account, which are met with in 
practice: 

(i) Consolidated statements of assets and earnings of some or all of the subsidiaries. 
In some cases the earnings of aU the companies in the group are consolidated, but 
separate statements are submitted with regard to the net assets of some or all of the 
subsidiaries. This method may be useful where the parent company has sub¬ 
stantial interests in foreign companies and exchange restrictions are in operation. 

(ii) The separate Balance Sheets and Profit and Loss Accounts of subsidiaries, 
amplified by such notes as are necessary, are submitted as exhibits to the holding 
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company’s own accounts. This method may be useful where a company has only 
one or two subsidiaries, or has a subsidiary whose business is entirely different 
from that of the holding company and its other subsidiaries. 

(iii) The insertion of notes in the separate accounts of the holding company, or in the 
consolidated accounts. 

In some cases the consolidated figures are shown in columns provided in the holding 
company’s own accounts, any necessary additional information being given by way 
of notes. 

The group accounts must give a true and fair view of the state of affairs and profit 
or loss of the company and the subsidiaries dealt with thereby as a whole, so far as 
concerns members of the holding company. 

Where the financial year of a subsidiary does not coincide with that of the holding 
company, the group accounts must, unless the Board of Trade, on the application or 
with the consent of the holding company’s directors otherwise direct, deal with the 
subsidiary’s state of affairs as at the end of its financial year ending with or last before 
that of the holding company, and with the subsidiary’s profit or loss for that financial 
year. 

If prepared as consolidated accounts, the group accounts must comply with the 
requirements of the Eighth Schedule to the Act {see post), so far as applicable thereto, 
and if not so prepared must give the same or equivalent information. The Board of 
Trade may, however, on the application or with the consent of a company’s directors, 
modify the said requirements for the purpose of adapting them to the circumstances 
of the company (s. 152). 

A holding company’s directors must secure that except where in their opinion there 
are good reasons against it, the financial year of each of its subsidiaries shall coincide 
with the company’s own financial year (s. 153 (1)). 

Where it appears to the Board of Trade desirable for a holding company or a 
holding company’s subsidiary to extend its financial year so that the subsidiary’s 
financial year may end with that of the holding company, and for that purpose to 
postpone the submission of the relevant accounts to a general meeting from one 
calendar year to the next, the Board may on the application or with the consent of 
the directors of the company whose financial year is to be extended direct that, in the 
case of that company, the submission of accounts to a general meeting, the holding 
of an annual general meeting or the making of an annual return shall not be required 
in the earlier of the said calendar years (s. 153 (2)). 

The special provisions contained in the Eighth Schedule, Part II where the com¬ 
pany is a holding or subsidiary company are as follows: 

Modifications of and Additions to Requirements as to Company's own Accounts 

15. (1) This paragraph shall apply where the company is a holding company, whether or 
not it is itself a subsidiary of another body corporate: 

(2) The aggregate amount of assets consisting of shares in, or amounts owing (whether on 
account of a loan or otherwise) from, the company’s subsidiaries, distinguishing shares from 
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indebtedness, shall be set out in the Balance Sheet separately from all the other assets of the 
company, and the aggregate amount of indebtedness (whether on account of a loan or other¬ 
wise) to the company’s subsidiaries shall be so set out separately from all its other liabilities 
and: 

(a) the references in Part I of the Eighth Schedule {see p. 277) to the company’s investments 
shall not include investments in its subsidiaries, required by this paragraph to be separately 
set out; and 

(b) The requirements of paragraph 5, and paragraph (1) {a), and sub paragraph (2) of 
paragraph 14 of this Schedule (as to showing the cost or valuation, amounts written off 
for depreciation, etc.), shall not apply in relation to fixed assets consisting of interests in 
the company’s subsidiaries. 

(3) There must be shown by way of note on the Balance Sheet or in a statement or report 
annexed thereto the number, description and amount of the shares in and debentures of 
the company held by its subsidiaries or their nominees, but excluding any of those shares 
or debentures in the case of which the subsidiary is concerned as personal representative or 
in the case of which it is concerned as trustee and neither the company nor any subsidiary 
thereof is beneficially interested under the trust, otherwise than by way of security only for 
the purposes of a transaction entered into by it in the ordinary course of a business which 
includes the lending of money. 

(4) Where group accounts are not submitted, there shall be annexed to the Balance 
Sheet a statement showing— 

(a) the reasons why subsidiaries are not dealt with in group accounts; 

(b) the net aggregate amount, so far as it concerns members of the holding company and is 
not dealt with in the company’s accounts, of the subsidiaries’ profits after deducting the 
subsidiaries’ losses (or vice versa): 

(i) for the respective financial years of the subsidiaries ending with or during the financial 
year of the company; and 

(ii) for their previous financial years since they respectively became the holding company’s 
subsidiary; 

(e) the net aggregate amount of the subsidiaries’ profits after deducting the subsidiaries’ 
losses (or vice versa): 

(i) for the respective financial years of the subsidiaries ending with or during the financial 
year of the company; and 

(ii) for their other financial years since they respectively became the holding company's 
subsidiary; 

so far as those profits are dealt with, or provision is made for those losses, in the company’s 
accounts; 

(d) any qualifications contained in the report of the auditors of the subsidiaries on their 
accounts for their respective financial years ending as aforesaid, and any note or saving 
contained in those accounts to call attention to a matter which, apart from the note or 
saving, would properly have been referred to in such a qualification, in so far as the matter 
which is the subject of the qualification or note is not covered by the company’s own 
accounts and is material from the point of view of its members; 
or, in so far as the information required by this sub-paragraph is not obtainable, a statement 
that it is not obtainable: 

Provided that the Board of Trade may, on the application or with the consent of the 
company’s directors, direct that in relation to any subsidiary this sub-paragraph shall not 
apply only to such extent as may be provided by the direction. 
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(5) Paragraphs {b) and (c) of the last foregoing sub-paragraph shall apply only to profits 
and losses of a subsidiary which may properly be treat^ in the holding company’s accounts 
as revenue profits or losses, and the profits or losses attributable to any shares in a subsidiary 
for the time being held by the holding company or any other of its subsidiaries shall not (for 
that or any other purpose) be treated as aforesaid so far as they are profits or losses for the 
period before the date on or as from which the shares were acquired by the company or any 
of its subsidiaries, except that they may in a proper case be so treated where— 

(a) the company is itself the subsidiary of another body corporate; and 

{b) the shares were acquired from that body corporate or a subsidiary of it; 

and for the purposes of determining whether any profits or losses are to be treated as profits 

or losses for the said period the profit or loss for any financial year of the subsidiary may, 

if it is not practicable to apportion it with reasonable accuracy by reference to the facts, be 

treated as accruing from day to day during that year and be apportioned accordingly. 

(6) Where group accounts are not submitted, there shall be annexed to the Balance 
Sheet a statement showing, in relation to the subsidiaries (if any) whose financial years did 
not end with that of the company: 

(a) the reasons why the company’s directors consider that the subsidiaries’ financial years 
should not end with that of the company; and 
{b) the dates on which the subsidiaries’ financial years ending last before that of the company 
respectively ended or the earliest and latest of those dates. 

16. The Balance Sheet of a company which is a subsidiary of another body corporate, 
whether or not it is itself a holding company, shall show the aggregate amount of its in¬ 
debtedness to all bodies corporate of which it is a subsidiary or a fellow subsidiary and the 
aggregate amount of the indebtedness of all such bodies corporate to it, distinguishing in 
each case between indebtedness in respect of debentures and otherwise. 

For the purposes of this paragraph a company shall be deemed to be a fellow subsidiary 
of another body corporate if both are subsidiaries of the same body corporate but neither 
is the other’s. 


Consolidated Accounts of Holding Company and Subsidiaries 

17. Subject to the following paragraphs of this Part of this Schedule, the consolidated 
Balance Sheet and Profit and Loss Account shall combine the information contained in the 
sepa/'ate Balance Sheets and Profit and Loss Accounts of the holding company and of the 
subsidiaries dealt with by the consolidated accounts, but with such adjustments (if any) as 
the directors of the holding company think necessary. 

18. Subject as aforesaid and to Part 111 of this Schedule, the consolidated accounts shall, 
in giving the said information, comply, so far as practicable, with the requirements of this 
Act as if they were the accounts of an actual company. 

19. Sections 196 and 197 of this Act (which deal with the disclosure of payments to 
directors) shall not, by virtue of the two last foregoing paragraphs, apply for the purpose of 
the consolidated accounts. 

20. Paragraph 7 of this Schedule (dealing with movements of reserves and provisions) 
shall not apply for the purpose of any consolidated accounts laid before a company with the 
first balance sheet so laid after the commencement of this Act. 

21. In relation to any subsidiaries of the holding company not dealt with by the con¬ 
solidated accounts: 

(fl) sub-paragraphs (2) and (3) of paragraph 15 of this Schedule shall apply for the purpose of 

those accounts as if those accounts were the accounts of an actual company of which they 

were subsidiaries; and 
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(b) there shall be annexed the like statement as is required by sub-paragraph (4) of that 
paragraph where there are no group accounts, but as if references therein to the holding 
company’s accounts were references to the consolidated accounts. 

22. In relation to any subsidiaries (whether or not dealt with by the consolidated accounts) 
whose financial years did not end with that of the company, there shall be annexed the like 
statement as is required by sub-paragraph (6) of paragraph 15 of this Schedule where there 
are no group accounts. 

In connection with the statement as to profits and losses of subsidiary companies 
required by the Act to be annexed to the Balance Sheet of the holding company where 
group accounts are not submitted, in the opinion of counsel obtained by the Institute 
of Chartered Accountants the term ‘profits’ in paragraph 15 (4) (b) and (c) only in¬ 
cludes profits of a subsidiary which are or might have been distributed so as to become 
revenue profits in the hands of the holding company in the year to which the holding 
company's accounts relate; they do not include profits which have been distributed in 
past years, which to the extent that they had been received by the holding company 
would have been dealt with in the previous accounts of that company. In view of the 
above opinion the Council of the Institute of Chartered Accountants communicated 
with the Board of Trade, who authorised it to state that no exception will be taken 
by the Board to the following information being disclosed in the statement: 

(a) the amount of the profits less losses (or vice versa) of subsidiaries which has 
neither been dealt with in the holding company’s accounts of the year, nor in the 
accounts of any prior year; and 

{b) the amount of profits less losses (or vice versa) dealt with in the holding company’s 
accounts of the year, subdivided to distinguish the amounts derived respectively 
from current and other results of the subsidiaries dealt with. 

Where, for example, two wholly-owned subsidiaries acquired by a company on 
1st January, 1960, made a net aggregate profit (after deducting taxation) of £15,000 
in each of the years 1960, 1961 and 1962, and distributed £5,000 (net) in each year 
between them, and retained as a revenue reserve £10,000 in each year, the statement 


recommended by the Council of the Institute is in the following form: 

Profits in respect of 
financial years of 
subsidiaries 
ending other 

in 1962 years 

Total 

The net aggregate amount of the profits less losses of 
the subsidiaries so far as it concerns the members of 
this company: 

(i) dealt with in this company’s accounts for the year 

£ 

£ 

£ 

1962, amounted (gross) to 

8,696 

— 

8,696 

Less income tax 

(ii) not dealt with in this company’s accounts for the 
year 1962 or in prior years amounted, after charging 

3,696 

5,000 


3,696 

5,000 

taxation to .. 

10,000 

20,000 

30,000 
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Alternatively, the required information may be given by means of the foUovdng 
entry and note in the holding company’s Profit and Loss Account: 

Dividend (gross) (less provisions for losses) from subsidiaries not con¬ 
solidated : 

For their financial years ending in 1962 .. .. £8,696 

For other years .. ., Nil 

- £8,696 

Note 

This company’s proportions of the undistributed profits, less losses, of these companies 
not taken into this company’s accounts, after deducting Income Tax were: 

For their financial years ending in 1962 .. £10,000 

For prior years since acquisition .. 20,000 

£30,000 


Where shares are held by a subsidiary in a fellow subsidiary, it is recommended by 
the Council of the Institute that these should be shown separately in the Balance 
Sheet of the subsidiary. 

The recommendations of the Council of the Institute as to the disclosure of interests 
in subsidiaries in the balance sheet of a holding company are set out on p.288. 

§4. Consolidated Balance Sheet 
(a) General Principles 

A consolidated Balance Sheet is really a ‘Consolidated Statement of Assets and 
Liabilities’, but the more usual title has much to commend it, as it is, in fact, a con¬ 
solidation of Balance Sheets. 

In order to consolidate Balance Sheets it is desirable for them all to be made up to 
the same date, otherwise adjustments must be made to enable the exact position at the 
date of the consolidation to be ascertained. All assets and liabilities should be classified 
in the same manner, and valuations should be made upon the same basis. If this is not 
done, adjustments should be made to bring them into line. 

It is provided by Section 152 of the Act that where the financial year of a subsidiary 
does not coincide with that of its holding company, the group aca>unts must deal with 
the subsidiary’s accounts for its financial year ending with or last before that of the 
holding company. 

Adjustments may be necessary to meet the following circumstances: 

(1) To provide for any material trading loss known to have been sustained by the 
subsidiary between the end of its financial year and the date of the consolidated 
accounts. 

(2) Where large transfers of cash between one company and another have taken place, 
or a subsidiary has incurred substantial capital expenditure in the int^al between 
the two Balance Sheet dates, so that the liquid position of the group is materially 
affected. 
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(3) For tfie purpose of reconciling the balances on inter-company accounts in respect 

of cash and other assets in transit at the date of the consolidated accounts. 

Where, owing to differences in accounting dates, inter-company balances do not 
cancel out, it is usual to show the net difference in the consolidated balance sheet 
under an appropriate heading, such as ‘Difference cn consolidation between com¬ 
panies with different accounting dates'. 

(b) Wholly-owned Subsidiaries 

Where a company acquires the whole of the share capital of another company, the 
consolidated Balance Sheet will consist, in effect, of the Balance Sheet of the holding 
company in which, however, the item ‘Shares in Subsidiary Company’ is replaced by 
the actual assets and liabilities of the subsidiary, grouped under their appropriate 
headings, with those of the holding company. If the price paid for the shares exceeds 
the book value of the net assets of the subsidiary, the excess is a premium paid for 
the right to exercise control over the subsidiary, and must appear in the consolidated 
Balance Sheet as goodwill, cost of control, or under some other suitable designation. 

Since the value of the net assets of a company is represented in its Balance Sheet by 
the amount of its paid up capital, plus any reserves and other undistributed profits, 
the amount to be shown in the consolidated Balance Sheet under the heading of good¬ 
will can be ascertained by deducting from the cost of the shares held the nominal 
amount of the paid-up share capital of the subsidiary plus all reserves and profits 
existing at the date on which the shares were acquired. The consolidation is then 
completed by combining the remaining items appearing in the Balance Sheets of both 
companies. 

Illustration (1) 

The Balance Sheets of H Ltd., and S Lid., immediately after the whole of the share capital 
of S Ltd., had been acquired by H Ltd., were as follows: 




. H Ltd. 

S Ltd. ; 


H Ltd. 

S Ltd. 



£ 

£ 


£ 

£ 

Share Capital (in £1 shares) .. 


12.000 

S.OOU ! 

> Fixed Assets 

11,000 . 

7.000 

Reserves 


1 5.000 

2.000 ; 

Current Assets 

6,000 

4.000 

Profit and Loss Account 

• • 

6.000 

1.000 

' S.0(X) Shares in S Ltd. 

10,000 




: 23.000 

8.000 . 


1 


Liabilities .. 

e a 

1 4.000 

! 3.000 






; £27.000 

£11.000 


£27.000 ' 

£11.000 


It will be seen that the net assets of S Ltd. amount to £8,000, viz., total assets £11,000 less 
liabilities £3,000 (represented by the Share Capital of £5,000, Reserves £2,000 and Profit and 
Loss Account £1,000). The excess of the cost of the shares to H. Ltd. over the net assets of 
S Ltd. is the amount attributable to goodwill. 

The following is a convenient formula for ascertaining by double entry procedure 
the amount to be shown in the consolidated Balance Sheet under the heading of 
goodwill: 

(1) Transfer to the debit of Goodwill Account the cost of the shares in the subsidiary 
company held by the holding company; 

(2) Transfer to the credit of Goodwill Account from the Share Capital Account of the 
subsidiary the nominal value of the shares so held; 

M 
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(3) Transfer to the credit of Goodwill Account the proportion attributable to the 
holding company of any Reserves, Profit and Loss Account credit balance, or other 
account representing surplus assets of the subsidiary at the date on which the shares 
were acquired. (Where there are a number of accounts representing reserves or other 
surpluses, it maybe more convenient to transfer the pre-acquisition amounts first to 
a Capital Reserve Account and from thence to Goodwill Account.) 

(4) If, at the date on which the shares were acquired the Profit and Loss Account of 
the subsidiary was in debit, transfer to the debit of Goodwill Account the pro¬ 
portion of such debit balance applicable to the shares in the subsidiary held by the 
holding company. 

The consolidating adjustments may conveniently be made by Journal entries, in 
order to maintain a permanent record thereof for future reference, and to facilitate 
the preparation of the consolidated accounts. The journal entries necessary to apply 
the foregoing formula to the illustration above would be as follows: 


Goodwill 

To Shares in S Ltd. .. 

Transfer of cost of 5,000 Shares heid in S Ltd. 

.. 

Dr. 

Share Capital, S Ltd. .. 

To Goodwill 

Transfer of nominal value of shares. 


Dr. 

Reserves, S Ltd. 

Profit and Loss Account, S Ltd... 

To Goodwill 

.. 

Dr. 


£ 

10,000 


5,000 


2,000 

1.000 


Transfer of pie-acquisition balances. 


£ 

10,000 

5,000 

3,000 


The Goodwill Account resulting from the posting of the above journal entries 
would be: 


GOODWILL 


Cost of 5,000 Shares in S Ltd. 


£ 

10,000 

Share Capital, S Ltd. Nominal value of 5,000 
shares .. 

Pre-acquisition profits 

Balance — Goodwill 

£ 

5,000 

3,000 

2,000 



£10,000 



£10,000 

CONSOLIDATED 

BALANCE SHEET 



Share Capital 

Consolidated Reserve 

Consolidated Profit and Loss Account .. 

£ 

£ 

12,000 

5.000 

6,000 

Fixed Assets; 

H Ltd. 

S Ltd. 

£ 

11,000 
7,000; 

£ 

18,000 

10,000 

2,000 

Liabilities: 

H Ltd. 

S Ltd. 

4,000 

3,000 

23,000 

Current Assets ; 

H Ltd. 

S Ltd. 

6,000 

4,000 

7,000 

Goodwill 







£30,000 



£30,000 





! 


Where, at the date of the acquisition of the controlling interest by the holding com¬ 
pany, a subsidiary has a debit balance on Profit and Loss Account, its net assets are 
reduced thereby, and the cost of goodwill is correspondingly increased. For example, 
if in the above illustration, instead of pre-acquisition profits of £3,000, S Ltd. had a 
debit balance on Profit and Loss Account of £3,000, its net assets would be reprinted 
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by Share Capital £5,000 less Profit and Loss Account debit balance £3,000 = £2,000, 
and the sum attributable to goodwill in the consolidated Balance Sheet would be: 

Cost of Shares .. £10,000 

Less Nominal Value .. 5,000 

siooo 

Add Pre-acquisition loss 3,000 

£ 8.000 

or cost of shares £10,000 less net assets £2,C(X) - £8.0(X). 

It will thus be seen that, for the purpose of the consolidation, the amount of any 
pre-acquisition surplus, i.e., of any credit balances on Reserves or Profit and Loss 
Account, is transferred to the credit of the Goodwill Account, whereas the amount of 
any pre-acquisition loss is transferred to the debit of that account. The procedure is, 
in fact, merely a simple double entry operation - the transfer of a sum from one 
account to the same side of another account. 

Where the cost of the shares in the subsidiary is less than the net assets attributable 
thereto, the balance should appear in the consolidated Balance Sheet under the 
heading of capital reserve. For example, if in the above illustration the pre¬ 
acquisition reserves, etc., of S Ltd. amounted to £7,{XX), the net assets of S Ltd., 
would amount to £12,000, and the difference between this sum and the cost of the 
shares, viz., £2,000, would appear in the consolidated Balance Sheet as a capital reserve. 

Where shares have been issued at a premium by one member of the group to 
another, the credit to Share Premium Account in the Balance Sheet of the issuing 
company should be set off on consolidation against the premium included in the cost 
of the shares to the company which subscribed for the shares. 

Profits earned by a subsidiary company after it becomes a subsidiary are revenue 
of the group, and are included in the consolidated Balance Sheet as part of the 
consolidated Revenue Reserves or Profit and Loss Account balance. When preparing 
a consolidated Balance Sheet at a date subsequent to that on which the controlling 
interest was acquired, therefore, it is first necessary to transfer from the Reserves and 
Profit and Loss Account of the subsidiary to Goodwill Account, the amounts of the 
pre-acquisition surpluses of the subsidiary, leaving any balances of such surpluses to 
be treated as revenue reserves of the group. 

Dlustration (2) 

The Balance Sheets of the companies referred to in Illustration (1) one year later than the 
Balance Sheet therein, are as under: 


Share Capital 

Reaervea .. 

Profit and Loas Account 

HLtd. 

£ 

12,000 

7.000 

8,000 

SLtd. 

£ 

3,000 
3,000 
2,300 . 

P^imd Asaeis 

Current Asaets 

3.000 Shatei in S Ltd. 

. 

HLtd. 

£ 

12,000 

10,000 

10,000 

SUd. 

£ 

7,000 

7,300 

Liabilitiea. 

27,000 

S,000 

10,300 

4,000 






£32,000 

£14,300: 



£32,000 

£14,300 


Assuming no dividends to have been paid by S Ltd., and no inter-company adjustments 
to be necessary the increase of £1,000 in the Reserves and £1,500 in the Profit and Loss 
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Account balance of S Ltd., being post-acquisition profits, would be credited to consolidated 
Reserves and Profit and Loss Account respectively. The consolidated Balance Sheet at this 
date will then appear as under: 


CONSOLIDATED BALANCE SHEET 


Share Capital 

Consolidated Revalue Reserves; 

H Ltd. 

S Ltd. .. 

Consolidated ProKt and Loss Account: 
HLtd. .. 

S Ltd. .. 


Liabilities: 

H Ltd. .. 
S Ltd. . 


£ 

£ 

12,000 

Fixed Assets: 

£ 



H Ltd. .. 

.. i 12,000 


7,000 

1,000 

8,000 

S Ltd. .. 

Current Assets: 

.. I 7,000 

19,000 


H Ltd. .. 

.. ' 10,000 


8,000 

1,500 

— 


S Ltd. .. 

.. 1 7,500 

17,500 

9,500 

Goodwill .. 


3,000 

5,000 

4,000 

29,500 


1 


9,000 


1 

1 



£38,500 


i 

£38,300 


(c) Partly-owned Subsidiaries 

Where the holding company does not own the whole of the share capital of the sub¬ 
sidiary, if credit is taken in the consolidated Balance Sheet for the whole of the net 
assets of the subsidiary, the amount of the minority interest, i.e., the proportion of the 
net assets applicable to the shares held outside the group, must be shown as a liability. 
The amount of such liability will comprise the nominal amount of the shares held by 
the outside shareholders, plus the proportion appropriate thereto of all reserves and 
undistributed profits of the subsidiary, or less the appropriate proportion of any 
debit balance on its Profit and Loss Account. 


Illustration (3) 

A.ssume the same circumstances as those appearing in Illustrations (1) and (2), except that 
H Ltd.’s holding in S Ltd., consists of only 4,000 shares, acquired at a cost of £10,000. 

As will be seen from the Balance Sheet in Illustration (2), the net assets of S Ltd. amount 
to £10,500 of which one-fifth = £2,100 is attributable to the 1,000 shares held outside the 
group. This sum is represented by: 

Share Capital .. .. .. .. .. £1,000 

One Fifth of Reserve (£3,000) .. .. .. 600 

„ „ „ Profit and Loss Account Balance (£2,500) 500 

£2,100 


Since only four-fifths of the share capital of S Ltd. is held by the holding company, only 
four-fifths of that company’s Reserves and Profit and Loss Account balance will be treated 
as applicable to the group. The consolidating entries will be: 


Goodwill 

To Shares in S Ltd. .. 

Transfer of cost of 4,000 Shares held in S Ltd. 


Dr. 

Share Capital, S Ltd. .. 

To Goodwill 


Dr. 

Minority Interest .. 



Transfer of nominal value of Shares. 



Reserves, S Ltd. 

Profit and Loss Account, S Ltd... 

.. 

Dr. 


To Goodwill 

Transfer of four-itlitiis of pre-acquisition balances (Reserve £2,000, Profit and Loss Account £1,000) attributable 
to 4,000 Shares in S Ltd. held bv H. Ltd. 


£10,000 
3,000 i 

1,600 

800 


Reserves, S Ltd. .. .. Dr. 

Profit and Loss Account, S Ltd... 

To Minority Intetest 

Transfer of one-fifth of surplus of & Ltd. (Reserve £3,000, Profit and Loss Account £2,300) attributable to 
1,000 Shares held by minority shareholders. 


600 

500 


£ 

10,000 


4,000 

1,000 


2,400 


1,100 
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GOODWILL 

£ I £ 

Cost of 4,000 Shares in S Ltd, 10.000 : Share Capital. S Ltd. Nominal value 

of 4,000 Shares . 4.000 

Pre-acquisition surplus: 

Reserve. 4/.‘!th.s of £2.000 .. £1,600 

Profit and Loss, 4/Sths of £1,000 .. 800 

————“ 2 400 

Balance Goodwill .. ' 3,600 


£10,000 £10,000 


MINORITY INTEREST 

£ £ 

Share Capital, S Ltd. 1,000 

Reserves, S Ltd., I/S(h of £3,000 .. 600 

Profit and Loss, S Ltd., l/!tth of £2,500 .. 500 


£ 2.100 


CONSOLIDATED BALANCE SHEET 


.Share Capital 

Consolidated Revenue Reserve: 

H Ltd. .. 

S Ltd. t X £1,000 

Consolidated Profit and Loss Account: 
HLld. .. 

S Ltd. t X £1,500 


Minority Interest 
Liabilities ,. 


I £ £ 



I2,(X)0 

Fixed Assets.. 
Current Assets 

i 7,000 


Goodwill 

800 

7,800 


i 8,000 
; 1,200 



9,200 



29,000 

2,100 

9,000 


£40,100 


£ 

19,(XX) 

17,500 

3,600 


£40,100 


It might be argued that as the holding company paid a premium of £3,600 for a 
four-fifths interest in the capital of the subsidiary, the true value of the ‘goodwill’ is 
£3,600 X 4 = £4,500, and that it should appear in the consolidated Balance Sheet at 
the latter figure, the balance of £900 being credited to the minority interest. The 
objection to such a procedure is that the purpose of the consolidated Balance Sheet is 
to show the slate of affairs of the group so far as it affects the members of the holding 
company and that the price paid by the holding company for a controlling interest 
may not reflect the value of the shares held by outside shareholders nor the goodwill 
element included therein. As has already been stated, the consolidated Balance Sheet 
is, in reality, the holding company’s own Balance Sheet presented in a different form. 
It must, therefore, include only assets and liabilities which arise from the expenditure 
of funds belonging to the group. These will comprise the assets and liabilities of the 
holding company itself, plus the proportion of the assets and liabilities of the sub¬ 
sidiaries attributable to the holding company’s interest therein, and this proportion is, 
in effect, so included by bringing into the consolidated Balance Sheet the whole of the 
assets and liabilities of the subsidiaries, and showing as a separate liability therein an 
amount representing the interest of the outside shareholders in the net assets of the 
subsidiaries. The amount which should appear in the consolidated Balance Sheet as 
goodwill of the group should not exceed the amount actually expended by the group 
in the acquisition of that asset. 
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[Chap. IX 


Shan Capital 
Crediton .. 

Profit and Lom Account 


SUMMARISED BALANCE SHEETS 
1 HLld. SUd. I HLtd. S Ltd. 

! £ £ ft 

3,600 2,000 ' 1,600 itaaiw In S Ltd., at coat.. 

i 1,600 I 600 i Sundry Aiwa 

700 I — !' Profit and Lou Account 

£S,900 : £2,600 


1,100 

4,800 


2.100 

300 


£3.900 I £2.600 


H Ltd. acquired the shares in S Ltd. when the latter had a debit balance on Profit and Loss 
Account of £800. On that date, therefore, the net assets of S Ltd. were £1,200 (equal to the 
net interest of the shareholders, viz., capital £2,000, /mloss £800). H Ltd. acquired in effect 
net assets of 80 per cent of £ 1,2()0 — £960 at a cost of £ 1,1 (K3, and therefore paid £ 1,1 (X) — £960 
— £140 for goodwill. Moreover, the debit balance on Profit and Loss Account having been 
reduced since the acquisition to £500, S Ltd. must have made a post-acquisition profit of 
£300. 

Applying the method already explained, the consolidating adjustments would be as 
follows; 


£ : £ 


Goodwill 

To Shares in S Ltd. .. 

Transfer of cost of 1.600 Shares in S Ltd. 


Dr. 1 

1,100 : 

1,100 

Shares in S Ltd. 

To Goodwill . 

„ Minority Interest 

Traiufer of nominal value of Shares. 

.. 

Or, , 

I 

2,000 

1.600 

400 

OoodwiU . 

To Profit and Lou, S Ltd. 

Transfer of proportion of pioacquisition lou of S Ltd. applicable to H Ltd. - 4/3ths of £800. 

Dr. 

640 1 

640 

Minority Interest 

To Profit and Lou, S Ltd. 

Traiufer of proportion of balance applicable to Minority Interest ~ l/3th of £500. 

Dr. , 

100 ' 

1 

1 

1 

100 


GOODWILL 




Cost of 1,600 Shares in S Ltd. 

Profit and Loss Account, S Ltd. proportion 
of pre-acquisition loss of S Ltd. applicable to H 
Hd.-4/5thsof £800 . 

1 1 

£ 

1.100 Share Capiul, S Ltd. Nominal value of 1,600 ; 

Shares 

Balance ^ Goodwill 

640 

£ 

1,600 

140 

r 

£1,740 


!■ 

£1,740 

MINORITY INTEREST 




Profit and Lou Account, S Ltd. - l/3th of debit 
balance of £300 

Balance to Consolidated Balance Sheet 

£ 

1 Share Capital, S Ltd. 

100 ; 

300 : 

.. 

i 

1 

£ 

400 


£400 ! 



£400 

PROFIT AND 

LOSS ACCOUNT, S. LTD. 





Balance b/f. 300 Tramfer to Goodwill - |ths of £800 640 

Coniolidat^ Profit and Lou AccounL being ; „ „ Minority Interest - tth of £500 100 

poit-.acquisition profit applicable to H Ltd. ~ ‘ 

4/5tlw of £300 ., .. 240 , I_ 


£740 


£740 
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CONSOLIDATED BALANCE SHEET 


Share Capital 

£ 

£ 

3,600 

Goodwill .. 

£ 

£ 

140 

Consolidated Profit and Loss Account: 

H Ltd. 

S Ltd. 

Minority Interest .. 

Creditors H Ltd. 

S Ltd. 

700 

240 

1,600 

600 

940 

300 

2,200 

Sundry Assets H Ltd. 

S Ltd. 

4,800 

2,100 

6,900 


£7,040 ' £7,040 


It should, however, be noted that the £240 credited to the consolidated Profit and Loss 
Account in respect of post-acquisition profits of S Ltd. is not available for distribution, since 
in fact, S Ltd. still has a debit balance on its Profit and Loss Account. 


Illustration (5) 

The following are the Balance Sheets of a holding company and its subsidiary company: 




HLtd. 

S Ltd. 


HLtd. 

SLtd. 



£ 

£ 


£ 

£ 

Share Capital 


1,600 

900 

720 Sbarea in S Ltd. at cost .. 

800 

— 

Creditors .. 


300 

550 

Sundry Assets 

1,500 

1,250 

Profit and Lass Account 

•• 

400 , 

— 

Profit and Loss Account 

■. , — 

200 



£2,300 ! 

£1,450 


£2,300 

£1,450 


When H Ltd. acquired the shares in S Ltd., the latter had a credit balance on Profit and 
Loss Account of £150. No dividends have been declared by S Ltd. Prepare a consolidated 
Balance Sheet. 

The consolidating entries will be: 


£ £ 

GoodwUl. . Dr. 800 

To Share Capital S Ltd. 800 

Transfer of cost of 720 Shares in S Ltd. 


Share Capital S Ltd. ., Dr. 900 

To Goodwill 720 

„ Minority Interest 180 

Transfer of nominal value of shares. 


Profit and Loss, S Ltd... 

To Goodwill 

Transfer of 4/Stbs of £1.50 being pre-acquisition surplus of S Ltd. 

.. 

Dr. 

120 

120 

Minority Interest 

To Profit and Loss .. 

.. 

Dr. 

40 

40 


Transfer of l/Sth of debit balance on Profit and Loss Account applicable to minority shareholders. 


GOODWILL 


Cost of 720 Shares in S Ltd. 
Tiansfer to Capital Reserve.. 

• • 

• • 

800 

40 

Share Capital, S Ltd, Nominal value of 720 
Shares 

Profit and Loss. S Ltd.. Pre-acquisition profit.. 




fJMff 




CAPITAL RESERVE 




£ 

Transfer from Goodwill 


£ 

40 
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PROFIT AND LOSS ACCOUNT 


Balance b/f. .. 200 Minority Intereit - 1/Sth of £200 .. .. 40 

Goodwill - Tranifer of prMtcquisition credU Balance to consolidated Balance Sheet .. 280 

balance applicable to H Ltd. - 4/Sthi of £1S0 120 

£320 £320 


MINORITY INTEREST 

£ £ 
Profit and Loss, S Ltd. Share of debit balance - Share Capital, S Ltd. .. 180 

1/Sthor£200 ' 40 

Balance to consolidated Balance Sheet 140 

£180 £130 


The net assets of S Ltd. at the date of acquisition of the 720 shares therein by H Ltd. were 
represented by: 

Share Capital .. .. ., £900 

Profit and Loss Account .. 150 


£1,050 


of which four-fifths = £840 is attributable to H Ltd.’s holding. Since H Ltd. only paid £800 
for the shares, it paid, in fact, nothing for goodwill, but acquired, in eifect, a capital reserve 
of £40, which is shown as such in the consolidated Balance Sheet. The ‘goodwill’ entries in 
the above solution are not therefore strictly necessary, but have been shown in order to 
preserve consistency of treatment, the balance of Goodwill Account being transferred to 
capital reserve. 

As S Ltd. had a credit balance of £150 on Profit and Loss Account at the date of acquisi¬ 
tion of the shares therein by H Ltd., but now has a debit balance of £200, it has made a post¬ 
acquisition loss of £350, of which four-fifths = £280 is applicable to H Ltd.’s holding. This 
amount is debited to Consolidated Profit and Loss Account. 


CONSOLIDATED 

BALANCE SHEET 




£ 

£ 


£ 

£ 

Share Capital 


1.600 

Sundry Assets - H Ltd. 

1,500 


Consolidated Profit and Loss Account- 



S Ltd. 

1.250 


H Ltd. 

400 i 




2,750 

Less Proportion of post-acquisition loss 

1 

1 

1 



ofS Ltd. .. , 

280 ! 







120 :i 




Capital Reserve 

i 

40 : 




Minotity Interest 

1 

140 


' 


Creditors - H Ltd. 

300 ; 





S Ltd. 

530 






, 

850 


, 




£2,750 1 


1 

£2,750 


It must, of course, be borne in mind that the proportion applicable to the holding 
company of all undivided profits and reserves (both of a revenue and of a capital 
nature) of the subsidiary at the date of acquisition of control by the holding company 
must be transferred to goodwill for the purpose of the consolidation. Where the shares 
are acquired at a date falling between two balance sheet dates of the subsidiary, the 
pre-acquisition profits will usually comprise the balances on reserves and profit and 
loss account at the commencement of the year plus the proportion of the current 
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year’s profits accruing prior to the date of acquisition, less any dividends paid during 
the same period. The apportionment of the profits will normally be made on a time 
basis although some other basis may be more correct in special circumstances, e.g., 
where the subsidiary’s trade is a seasonal one. The minority interests must be credited 
with their relevant proportion of all undivided profits of the subsidiary of which they 
are members, regardless of whether such profits arose before or after that company 
became a subsidiary of the holding company. 


Illustration (6) 

The summarised Balance Sheet of Minor Ltd. at 31st December, 1962, was as follows - 


Share Capital, 100,000 Share*: of £1 each.. 
Share Premium Account (as at 1st January, 
1962) 

Sinking Fund for Redemption of De¬ 
bentures: 

Balance, 1st January, 1962 
Transfer from Profit and Loss Account, 
31st December, 1962 

General Reserve: 

Balance, 1st January, 1962 
T ransfer from Profit and Loss Account, 
31st December, 1962 

Profit and Loss Account: 

Balance 1st January, 1962 
Profit for year 1962 


Less Transfers to Reserve and £ 

Sinking Fund Accounts at 
3Ist I^-cmbcr, 1962 .. 13,000 

Dividend paid 31 st March, 

1962 .. .. 3,000 

Proposed Dividend .. 10,000 


4% Debentures 

Current Liabilities (including proposed 
dividend) .. 


£ 

£ 

100,000 : 

20,000 ' 

Fixed Assets 

Sinking Fund Investments 

Current Assets 

160.000 
.. 1 15,000 

.. 1 116,000 

1 

12,000 

' 


1 

1 

i 

3,000 

15.000 ,! 


i 



1 

50.000 

r 


1 

j 

10,000 

60,000 


1 

1 

1 

8,000 

22,000 



1 

30,000 



' 

26,000 

4,000 1 
40,000 j, 


j 

1 



1 

j 


32,000 1 


j 


£291,000 ; 


, £291,000 






It may be assumed that the profit for the year has accrued evenly throughout the period. 
Major Ltd. acquired 75,000 of the shares in Minor Ltd. at a cost of £2 10s. Od. per share 
on 30th June, 1962. 

For the purposes of the consolidated Balance Sheet prepared as at 31st December, 1962, 
the sum attributable to goodwill may be computed as follows — 


GOODWILL 


Cost of 73,000 shares in Minor Ltd. 


£ 

187,500 


£187,500 I 


Share Capital, Minor Ltd. - Nominal value of 
75,000 shares .. _ ■. 

Pre-acquisition profits of Minor Ltd., applicable to 
Major Ltd.; 

Share Premium, Lst Jan., 1962. ]tbs ^ £20,000 
Sinking Fund, ist Jan., 1962, ]ths x £12,000 
General Reserve, 1st Jan., 1962, fths x £50,000 
Profit and Loss Account; 

Balance, I si Jan., 1962 .. £8,000 

Less Dividend paid 31st March, 1962.. 3,000 

3,000 

Profit for half year to 30th June, 1962, I 

i X £22,000 ,. 11,000 I 


£ 

73,000 


13.000 

9,000 

37,500 


Balance Goodwill.. 


fths X £16,000 


12,000 

39,000 

£187,300 


M2 
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MINORITY INTEREST 


Balance (ihown in ComoUdated Balance Sheet) .. 

£ 

52,250 

Share Capital - 25,000 shares .. 

Share Premium - tth x £20,000 

Sinking Fund - Ith x £15,000 

General Reserve - ith x £60,000 

Profit and Loss Account - ith x £4,000 

Proposed DivideiMl - ith x £10,000 .. 

£ 

25.000 

5,000 

3,750 

15,000 

1,000 

2,500 


£52,250 


£52,250 






(d) Losses incurred by Subsidiary 

Where a subsidiary has incurred losses these should be charged to the holding 
company and the minority holders of ordinary shares (if any) in proportion to their 
holdings, as has been done in illustrations (4) and (5) above. If, however, a subsidiary 
continues to incur losses after all its previously earned reserves and profits have been 
exhausted, the minority shareholders should not be charged with any part of such 
losses in excess of the nominal value of the shares held by them, which is the limit of 
their liability. In such a case, if it is not proposed to wind up the subsidiary, the 
holding company should make provision in its own accounts for the excess losses. 
If, however, the holding company intends to abandon the subsidiary and allow it to 
be wound up, the amount of the investment in the subsidiary would be written off in 
the holding company’s books without providing for such excess losses. In these cir¬ 
cumstances no good purpose would be served in including the subsidiary in group 
accounts. 

(e) Dividends paid by a Subsidiary out of pre-acquisition profits 

Since profits of a subsidiary earned prior to and remaining undistributed at the date 
on which the parent company acquires its shares therein are represented by assets 
which are, in effect, paid for by the holding company as part of the purchase price of 
the shares, any dividends paid by a subsidiary out of such pre-acquisition profits must 
be treated as receipts of a capital nature not available for distribution by the holding 
company. Such dividends represent in effect, a realisation of part of the price paid for 
the shares, and must be credited to the Shares in Subsidiary Account, thus reducing 
the cost of the shares to the holding company, and, in consequence, the amount 
applicable to goodwill. 


Illustration (7) 

The Balance Sheets of H Ltd. and S Ltd. at the date on which H Ltd. acquired 75 % of the 
ordinary share capital of S Ltd., were as follows: 


Sbare Ca^toi 
lUwrw .. 

ProAl and Loaa Aoconat 


BALANCE SHEETS 


HUd. 

£ 

200,000 

40,000 

25,000 


SLtd. I 

40,000 I 
10,000 ! 
14,000 { 


30,000 Shares in S Ltd. 
Sundry Aiaeta, /nr UabiUtiei 


I £263,000 £64,000 | 


I HUd. I SLtd. 

£ £ 

60,000 

.. I 205,000 64,000 

! £265,000" £64,000 
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It will be apparent that since the net assets of S Ltd. amount to £64,000, and H Ltd. has 
become the owner of three-fourths of the share capital of S Ltd., the net assets of S Ltd., 
attributable to H Ltd.*s holding amount to £48,000, and the price paid by H Ltd. for good¬ 
will is £60,000 — £48,000 = £12,000. 

If, immediately after the purchase of the shares by H Ltd., S Ltd., paid a ‘free of tax’ 
dividend of 20%, the effect would be to reduce the net assets of S Ltd. by £8,000 to £56,000, 
and the proportion thereof applicable to H Ltd.’s holding to f x £56,000 — £42,000. If the 
cost of the shares remained in H Ltd.'s books at £60,000, the amount appearing as goodwill 
in the consolidated Balance Sheet would be increased to £18,000, and the £6,000 dividend 
received by H Ltd. would be incorrectly credited to its Profit and Loss Account, ciiusing 
the divisible profits of that company to appear to be £6,000 more than the amount legally 
distributable. The dividend should, therefore, be credited to the Shares in Subsidiary 
Account, and in the consolidated Balance Sheet, goodwill and minority interest would 
appear as under: 



GOODWILL 



i £ 

Colt of 30,000 Shares in S Ltd. .. , 60,000 ’ 

Less Dividend feceived out of pre-acquisitlon 

profit . 6,000 II 

■- 1 | 

54,000 ; 

Share Capital, S Ltd., Nominal value 
of 30,000 Shares 

Pre.acquisition reserves and profits 

Less Dividend paid thereout 

Applicable to H. Ltd, {ths of 

£ 

24,000 

8,000 

£16.000 

£ 

30,000 

12,000 



Balance to Consolidated Balance Sheet 

1 

12,000 


1 £54,000 



£54,000 


MINORITY 

INTEREST 



Balance to Consolidated Balance Sheet 

1 .1 

£ li 

14,000 || 

i 

Share Capital, S Ltd. 

Reserves and Profits, less dividend paid thereout 
i X £16,000 . 

£ 

10,000 

4,000 


£14,000 ! 



£14,000 


(f) Future Income Tax Reserve 

In view of the recommendation of the Council of the Institute of Chartered Accoun¬ 
tants (see page 309) that amounts set aside for future income tax should not be 
grouped with reserves, it is considered that such an item appearing in the balance 
sheet of a subsidiary at the date of the acquisition of shares therein by the holding 
company should not be treated for the purpose of the consolidated balance sheet as 
part of the pre-acquisition reserves of the subsidiary, neither should any part of an 
amount so set aside by a subsidiary be included in the liability to minority interests. 
The best modern practice appears to be to treat such an item neither as a reserve nor 
as a provision, but to place it in a separate category as an ‘amount set aside for future 
income tax’. For the purpose of the group accounts, the aggregate of the amounts set 
aside for future income tax by all the members of the group should be shown as a 
separate item in the consolidated balance sheet. 

(g) Bonus Shares received by Holding Company from Subsidiary 

Where, as sometimes happens, a subsidiary company capitalizes profits by the issue 
of bonus shares, the treatment in the group accounts of the bonus shares received 
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by the holding company will depend upon whether the bonus is paid out of pre¬ 
acquisition or post-acquisition profits of the subsidiary. It will be appreciated that the 
effect of capitalizing profits in this way is to freeze them from distribution as dividend. 
If, therefore, the bonus is declared out of post-acquisition profits included in the con¬ 
solidated Revenue Reserves a sum equal to the amount capitalized should be trans¬ 
ferred therefrom to Capital Reserve Account. If this is not done, the aggregate of the 
revenue reserves appearing in the consolidated Balance Sheetwill exceed the maximum 
sum which could be distributed as dividend to the members of the holding company 
were all the subsidiaries to pay to the holding company as dividends the whole of 
their profits available for distribution. If, however, the bonus is declared out of pre- 
acquisition profits, no adjustment is necessary, since these profits have already been 
treated as capital in the consolidated accounts in computing goodwill, and no longer 
appear therein as revenue reserves. 

(h) Preference Shares in Subsidiaries 

It has been assumed in the preceding examples that the shares held by the outside 
members are ordinary shares, so that the minority interest in the net assets is repre¬ 
sented by the nominal value of the capital held by them plus the proportion of all 
reserves and undistributed profits or less the proportion of losses attributable to such 
holding. Where the shares held by outside members are preference shares, which do 
not participate in the surplus profits or assets, the minority interest will normally con¬ 
sist of the nominal value of the preference shares held by the outside shareholders 
plus only the amount of the fixed dividend accrued on the shares to the date of the 
consolidated Balance Sheet. 

Where preference shareholders are entitled to share in a surplus on a winding-up 
it might be contended that they should be credited also with a share of the surplus 
assets proportionate to their capital. Since, however, the consolidated Balance Sheet 
is intended to show the position of the group as a going concern as at a given date, 
it is considered that such a contention cannot be upheld. If it were proposed to wind 
up the subsidiary, its accounts would probably not be consolidated with those of the 
holding company. Until liquidation supervenes, the ordinary shareholders (subject to 
any special rights given to other classes) are entitled to all undivided profits, and the 
preference shareholders only to their fixed dividends. Any rights of the preference 
shareholders to participate in a possible surplus can, if thought fit, be mentioned in a 
footnote. Redeemable preference shares which are redeemable at a premium are in a 
different category, and prudence would seem to dictate that the premium should be 
provided for by annual instalments over the period between the date of the Balance 
Sheet and the redemption date. 

If the holding company itself holds preference shares in the subsidiary, the nominal 
value will be deducted from the cost thereof to the holding company, in the same way 
as in the case of ordinary shares, any premium or discount on the purchase being 
deducted from, or added to, goodwill, as the case may be. The fixed dividend thereon 
accrued to the date of acquisition will be transferred to goodwill as being the pro- 
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portion of the pre-acquisition profits of the subsidiary applicable to the preference 
shares. 

Participating preference shares in a subsidiary present a special problem, the 
solution to which must depend upon the rights of the holders of such shares as laid 
down in the company’s articles. For example, the shares may be cumulative in respect 
ofthe fixed dividend, but non-cumulative as regards the further participation up to a 
specified maximum. Where such shares are held by outside shareholders it is usually 
desirable to allocate the profits of the subsidiary between them and the holding com¬ 
pany on the assumption that the whole of the profits arc to be distributed. The 
minority shareholders of the participating preference shares would thus be credited 
with the maximum sum they could expect to receive. If this is not done a note should 
be appended to the accounts indicating the rights attaching to such shares and the 
amount of their maximum possible participation. 

Where the profits of a subsidiary have been insufficient to pay, in whole or in part, 
the cumulative dividend on preference shares, there would be no obligation to provide 
for arrears of dividend out of the consolidated profits except to the extent that the 
existing reserves of the subsidiary in question are sufficient to meet them, but a note 
should be made on the consolidated Balance Sheet of the amount of such arrears not 
provided for. 

Where the subsidiary has a debit balance on Profit and Loss Account, this should 
normally be charged against the ordinary shareholders only, as the holders of the 
cumulative preference shares are entitled to have arrears of dividend paid out of 
future profits, and thus the debit balance on Profit and Loss Account would be borne 
by the ordinary shareholders. In the exceptional case where the winding-up of the 
subsidiary is imminent, however, if the preference shares carry no right to priority of 
repayment of capital the debit balance should quite properly be apportioned between 
the holders of the ordinary and the preference capital. In such a case, however, it is 
improbable that the subsidiary would be included in the group accounts. 


(i) Inter-Company Balances 

In the preparation of the consolidated Balance Sheet, it is necessary to eliminate all 
inter-company balances which represent neither assets nor liabilities of the group as 
a whole. Such balances may arise from various transactions, the more important 
being those relating to dividends, inter-company bills of exchange, and inter-company 
trading. 

Where a dividend has been declared by the subsidiary company, but has not been 
paid, the whole dividend will appear as a liability in the Balance Sheet of the sub¬ 
sidiary company, whilst the amount due to the holding company will be shown in the 
latter’s Balance Sh^t as an asset. In the consolidated Balance Sheet this amount will 
be set off against the liability for the dividend appearing in the Balance Sheet of the 
subsidiary company, and the balance, being the dividend payable to the outside mem¬ 
bers, will be grouped with the current liabilities. 
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The necessary adjustment is considered in greater detail in § 5 of this chapter 
dealing with the consolidated Profit and Loss Account. 

Bills of exchange drawn by one company and accepted by another member of 
the group are shown in the separate Balance Sheets as bills receivable and bills 
payable respectively. In the consolidated Balance Sheet these items will cancel each 
other out, since they merely represent inter-company indebtedness, and are not assets 
or liabilities of the group. If, however, a member of the group has discounted any 
bills drawn by it on, and accepted by, other members of the group, the discounted 
bills will not appear as assets in the first company's Balance Sheet, but a contingent 
liability will be noted thereon in respect of them. In the consolidated Balance Sheet, 
however, the discounted bills will appear as an actual, not a contingent liability, since 
they are held by persons outside the group, to whom the amounts of the bills will 
have to be paid on maturity. Only the inter-company bills actually held within the 
group at the date of the consolidated Balance Sheet will cancel out. 

niustration (8) 

The following are extracts from the Balance Sheets as at 31st December of a holding com¬ 
pany and its subsidiary company. The holding company has a 90 per cent, interest in the 
subsidiary company. Show how the items would appear in the consolidated Balance Sheet. 

HOLDING COMPANY 

■ '"I £ 

No$t. There is a contingent liability on Bills Dis* , Bills Receivable (accepted by Subsidiary Company) I 2,000 

counted-£ I,SOO ' 


SUBSIDIARY COMPANY 


. Bills Payable (drawn by Holding Company) 


£ 

3.300 


CONSOLIDATED BALANCE SHEET 


BiUs Payable. 3,300 | 

L$ss held by Holding Company .. 2,000 ! ^ 

I IfSOO 


Any inter-company indebtedness, in the form of trade debts, loans or Current 
Account balances, which appears as a liability in the Balance Sheet of one member of 
the group and as an asset in the Balance Sheet of another, will cancel out in the con¬ 
solidated Balance Sheet. 

Any difference between the balance on an inter-<x)mpany Current Account in one 
company's books and that of the corresponding Current Account in the books of the 
other company will usually be occasioned by cash or goods in transit, or some other 
transaction which has been recorded in one set of books but not in the other. The 
amount of such difference must be transferred out of the Current Account affected to 
the appropriate value in transit account and shown in the consolidated Balance Sheet 
as an asset. The Current Accounts in the respective books will then oincel out 
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(j) Unrealised Inter-Company Profits 

Where goods which have been sold by one company in the group to another at a 
profit, have not been resold by the latter company at the date of its Balance Sheet, and 
are included in its stock at the price at which they were invoiced by the selling com¬ 
pany, the profit on the transaction (which, from the point of view of the group is 
unrealised) must be deducted from the stock and from the consolidated profit for 
the purpose of the consolidated accounts. Where, however, any part of the capital of 
a subsidiary is held by members outside the group, only the proportion of the inter¬ 
company profit on the transaction which is attributable to the members of the group 
must be regarded as unrealised, and deleted. From the point of view of the outside 
shareholders, the profit is a realised one arising from a purchase or sale of goods by 
the company of which they arc members from or to another company, and no 
adjustment is necessary in respect ol their interest in such profit. Where, for example, 
only four-fifths of the capital of the subsidiary is held by the holding company, only 
four-fifths of the inter-company profit on the unsold stock will be deducted from the 
figures of stock and profit in the consolidated accounts. This adjustment is illus¬ 
trated in § 5 of this chapter in describing the preparation of a consolidated Profit and 
Loss Account. 

A similar position arises where one company in the group executes work of a capital 
nature for another company in the group, c.g., where a subsidiary manufactures plant 
and machinery that is acquired by the holding company or another subsidiary as a 
fixed asset. Here again any unrealised profit must be eliminated from the consolidated 
accounts by being deducted from the book value of the plant and from the profit. 

Where there is a chain of companies the minority interest in each of the companies 
affected by the transaction must be taken into account in making the necessary adjust¬ 
ment. For example, if X holds 90 per cent, of the capital of Y, and Y holds 80 per 
cent, of the capital of Z, in respect of any profit includ^ in the invoiced price of assets 
sold by X or Y to Z, or by Z to X or Y, 90 per cent, of 80 per cent. = 72 per cent, 
is appUcable to the group, and must be eliminated from the consolidated profit and 
consolidated assets. The minority interest coimts of: 

Outside shareholders of Z .. .. .. 20% 

Outside shareholders of Y - 10 ptf cent, of 80 per cent.. 8 % 

28% 

The effect of the above adjustments is to include the stock or other relevant assets 
in the consolidated Balance Sheet at more than their actual cost to the group, the 
excess being included on the opposite side of the Balance Sheet as part of the liability 
to outside sharehold^s. 

Another line of argument is that the minority interest should not be increased by 
any proportion of the profit on such inter-company transactions until it has been 
fully realised by the group on their behalf. If this view is taken provision should be 
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made for the full amount of the unrealised profit, irrespective of the interest of 
minority shareholders. 

In order to simplify the preparation of the group accounts it is desirable for the 
parent company to carry in its own accounts a provision for unrealized profits on 
inter-company transactions. 

(k) Revaluation of Assets of Subsidiary Company 

Where any of the assets of a subsidiary company have been revalued for the purpose 
of arriving at the price to be paid for the shares by the holding company, although 
no adjustment has been made in the books of the subsidiary company, it is preferable 
to include in the consolidated Balance Sheet the difference in value as a specific 
addition to, or deduction from, the assets affected, increasing or decreasing the 
pre-acquisition surplus and the liability to minority interests accordingly. 

Any such increase or decrease in value will necessitate an adjustment of the charge 
for depreciation in the consolidated Profit and Loss Account and such adjustment 
must be made before arriving at the proportion of the profits attributable to outside 
shareholders. 

Illustration (9) 

If plant and machinery standing in the books of the subsidiary company at £10,000 had been 
revalued for the purpose of fixing the price of the shares purchased, at £15,000, and deprecia¬ 
tion had been written off in the books of the subsidiary company at the rate of 10 per cent., 
on the book value of £10,000 only, the subsidiary company’s plant and machinery would be 
shown in the consolidated Balance Sheet one vear later as; 



£ 

£ 

Plant at cost, per books 


10,000 

Less Depreciation written off .. 


1,000 



9,000 

Add Excess of valuation over book value 

5,000 


Less Depreciation on such excess 

500 

4,500 


- 13,500 

whilst the charge for depreciation in the Consolidated Profit and Loss Account will be 
increased by £500. 

For the purpose of the consolidated accounts the outside shareholders will have been 
credited with their share of the £5,000 appreciation in value, and will automatically be 
charged with their proportion of the increased depreciation since their share of profit will 
be a proportion of the reduced amount. 

Illustration (10) 

The following are the Balance Sheets of H Ltd. and its subsidiary S Ltd. 

Prepare a consolidated Balance Sheet having regard to the following: 

(fl) On the date when H Ltd. acquired the shares in S Ltd. the latter had a reserve of £500 
and a credit balance on Profit and Loss Account of £100. The shares in H Ltd., allotted 
in exchange for those of S Ltd., were issued at a premium of 10s. per £1 share. 

(i!>) In arriving at the value of the S Ltd. shares, the plant and machinery, which then stood in 
the books at £4,500, was revalued at £5,400; and the furniture, etc., then standing in the 
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books at £600, was revalued at £360. The new values were not incorporated in the 
books of S Ltd. No changes in these assets have been made since that date. 

(c) S Ltd. has purchased goods from H Ltd., of which goods invoiced at £1,400 are still in 
stock. H Ltd. adds 25 % to cost in arriving at the invoice price to S Ltd. 


BALANCE SHEETS 


Share Capital 

H Ltd. 

£ 

22,000 

SLtd. 

£ 

8,000 

Goodwill .. 



H Ltd. 

£ 

3,500 

SLtd 

£ 

2,500 

Premium on 5,200 shares 

2,600 

— 

Plant, etc. .. 



7,000 

3,900 

Reserve 

.. _ 

2,000 

Fuiniture, etc. 



1,200 

500 

Profit and Loss Account 

2,800 

600 

Slock 



4,000 

2,700 

Sundry Creditors 

1,900 

2,300 

Debtors 



5,000 

3,100 

Current Account, H Ltd. 

700 

Current Account, S Ltd. 



700 


Bank Balance 

100 

900 

Shares in S Ltd., 7,200 at cost 

7,800 

£29,300 £13,600 

£29,300 

£13,600 


The following consolidating adjustments must be made: 

CONSOLIDATING JOURNAL ENTRIES 


Goodwill 

To Shares in .S Ltd. .. 

Transfer of cost of shares in S Ltd. 

i)r 

£ 

7.8tK) 

£ 

7,800 

Share Capital, S Ltd. .. 

To Goodwill - 9/lOths 
„ Minority Interest - l/lOth 

Transfer of nominal value of shares in $ Ltd. 

Ur. 

8.000 

7,200 

800 

S Ltd. Revenue Reserves 

To Minority Interest 

Reserve - 1/IOth of £2,000 

ProOl and Lo.ss Account ' l/IOth of £600 

Transfer of share of revenue reserves attributable to outside shareholders. 

Dr. 

200 

60 

260 

S Ltd., Revenue Reserves. 

To Goodwill 

Reserve - 9/IOths of £500 

Profit and Loss Account - 9/IOth$ of £100 

Transfer of pre-acquisition surplus of S Ltd. applicable to H Ltd. 

Dr. 

450 

90 

540 

Plant, S Ltd. .. 

To Furniture, S Ltd... 

„ Revaluation Account 

Giving effect to revaluation of assets of S Ltd. 

Dr. 

900 

240 

660 

Revaluation Account .. 

To Minority Interest (l/lOth) ., 

,. Goodwill (9/lOths) 

Transfer of net increase on revaluation. 

Dr. 

660 

66 

594 

Consolidated Profit and Loss Account 

Minority Interest 

To Provision for Depreciation 

Adjustment of charge for depreciation consequent on revaluation of assets: 

Plant - increase 

Furniture - decrease .. 

Dr. 

£120 

40 

72 

8 

80 

Net increase 

£80 



Chargeable 9/lOths to Consolidated Profit and Loss Account and 1/lOth to Minority interests. 




H Ltd., Profit and Loss Account 

S Ltd., Reveiuie Reserves (post-acquisition profits): Reserve .. 

Profit and Loss Account .. 

Or. 

£1,500 

500 

2.800 


9/tOau of 

£2,000 

1,800 


To Consolidated Revenue Reserves 

Transfer of balances. 

* * 


4,600 

Consolidated Profit and Loss Account 

To Stock. S Ltd. 

Provision for unrealised profit on inter-company trading • 9/lOths x 2S/12Sths x £1,400. 

Dr. 

252 

252 

Current Account. II Ltd. 

To Current Account. S Ltd. .. ., .. 

Cancellation of inter-company balance. 

.. Dr, 

700 

700 










370 


BOOK-KEEPING AND ACCOUNTS 


[Chap. IX 


Ooodwilt H Ltd. 
„ S Ltd. 


Shares in S Ltd. 


CONSOUDATING LEDGER ACCOUNTS 
GOODWILL 



« 1 

3.500 ' 

2.500 


6.000 

7,800 


£13,800 


Share Capital, S Ltd. 

Pr e^q uisition profits 

Net increase on revaluation of assets.. 

Balance to CmisoUdated Balance Sheet 



£ 

7,200 

540 

594 

5,466 


£13,800 


S LTD. REVENUE RESERVES 


Minority Interest (l/lOth) .. .. ..I 260 ! 

GoodwUI - pre-acquisition proRts (9/10ths of , 'I 

£600) .I 540 

Consolidated Revenue Reserves - post- ,{ 

acquisition profits (9/IOth of £2,000) 1,800 j 

£2,600 I 

i 


Reserves .. 

Profit and Loss Account 


I 2,000 

600 

' £2,600 


MINORITY INTEREST 


Share of increase in charge for depreciation on 
S Lul.’s plant and furniture (l/tOth of £80) .. 
Balance per consolidated Balance Sheet 


I * ! 

' 8 !' 

: 1.1181 

■ ji 

I £1.126 ll 


£ 

S Ltd. .Share Capital (1/IOth of £8,000) .. 800 

S Ltd. Revenue Reserves 260 

Share of increase on revaluation of S Ltd.'s plant 
and furniture (l/lOth of £660) ., .. , 66 


£1,126 


CONSOLIDATED REVENUE RESERVES 


Shore applicable to H Ltd. of Increase in charge 
for depreciation on S Ltd.’s plant and fiirniture 

(9/lOths of £80). 

Provision for uni^ised profit on Stock 
Balance per Consolidated Balance Sheet: 
HLtd... 

S Ltd .. 


72 

252 


£2.476 

1,800 

1 

4,276 



£4.600 


H Ltd. - Profit and Loss Account 
S Ltd. - Post-acquisition profits 


£ 

2,800 

1,800 


I £4.600 


Share Capital.. 

Share Premium Account 
Revenue Reserves: 

H Ltd. .. 

S Ltd. .. 


Minoritv Interest in subsidiary 

Sundry Creditors: 

H Ltd. 

S Ltd. 


CONSOLIDATED BALANCE SHEET 


2,476 

1,800 


1,900 

2,300 


22,000 

2,600 


4,276 


28,876 

1,118 

4,200 


Goodwill 
Plant, etc., H Ltd. 

S Ltd. 

Add Increase on 

revaluation .. £900 

Less Depreciation thereon 120 


Furniture, etc. H Ltd .. 

S Ltd. . 

Deduct Reduction in value £240 
Less Depreciation thereon 40 


I Stock H Ltd. 
i S Ltd. 

Lest Provision for unrealised 
' profit 


Debtors H Ltd. 

S Ltd. 

Bonk Balance H Ltd. 

S Ltd. 


£ 34,194 


£ 

3,900 

780 

500 

200 


2,700 

252 


£ 

7,000 


4,680 


1.200 { 


300 

4000 


2,448 


5,000 

3,100 


100 

900 


£ 

5,466 


11,680 

1,500 

6,448 

8,100 

1,000 


£ 34,194 
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Notes. 

(1) In the foregoing illustration the Revenue Reserves have been grouped under one 
heading in accordance with the recomnrendations of the Council of the Institute of Chartered 
Accountants (see page 285). 

(2) Some authorities prefer to show the consolidation of the goodwill figures actuallyappear- 
ing in the holding company's and subsidiary company’s Balance Sheets separately from the 
sum attributable to cost of control. If this were done in the present example, Goodwill would 
appear in the consolidated Balance Sheet at £6,000, and £534, being the excess of the book 
value of the net assets of S Ltd. applicable to H Ltd.’s holding over the cost of such holding, 
would appear on the opposite side of the Balance Sheet as a Capital Reserve. 

(I) Subsidiaries holding Shares in other Subsidiaries 

The following are illustrations involving a holding company and two subsidiaries one 
of which holds shares in the other: 

Illustration (11) 

The following is an abstract of the Balance Sheets of Holding Ltd. and its subsidiaries A 
Ltd. and B Ltd. as on 31st December. Prepare a consolidated Balance Sheet. 


Share Capital Authorised and Issued: 

Ordinary Shares of £1 each, fully paid 
Share Premium Account: 

(Premium on issue of20.000 Shares issued in payment for 30,000 
Shares in A Ltd.) .. 

Profit and Lots Account: 

Balance brought forward 
Add Profit for year 


Sundry Creditors 

Bills Payable (all issued to Holding Ltd.) 


Holding Ltd. 

£ £ 

A Ltd. 

£ £ 

BLtd. 

£ £ 

100,000 

40,000 

30,000 

10,000 



3,000 

20,000 

- 23,000 


6,000 

3,000 

-9,000 

19,000 

20,000 ' 
18,000 

3,000 

£132,000 

£78,000 

£42,000 


Note. Holding Ltd. had a contingent liability in respect of Bills discounted, £10,000. 
Sundry Creditors of A Ltd., £20,000, includes £15,000 owed to Holding Ltd. 


Goodwill at cost 

Land, Buildings, Plant and Machinery, at cost 
Investmenu, at cost: 

30,000 Ordinary Shares in A Ltd. 

20,000 .BLtd, 

10,000 „ j. B Ltd. 

Stocks, as valu^ by Companies’ officials 
Sundry Debtors 
Advance to A Ltd. 

Bills ReedvaUe (accepted by A Ltd.) 

Balances at Bankets 
Profit and Loss Account: 

Ralanre brought forward 
Add Loss for year 


Holding Ltd. 

A Ltd. 

B Ltd. 

£ £ 

£ 

£ 

£ £ 

23,000 


6,000 

30,000 

20,000 

30,000 

40,000 

70,000 

10,000 


20,000 

3,000 

8,000 

10,000 


2,000 

7,000 

13,000 

- 23,000 

8,000 , 
14,000 1 


6,000 

7,000 

1 

3,000 



1 

6,000 

11,000 


£132,000 j 


£78,000 

£42,000 


i 


On 1st January of the previous year, the date when Holding Ltd. purchased the 30,000 
Shares in A Ltd., the debit balance on the latter company’s Profit and Loss Account was 
£1,000. Holding Ltd. and A Ltd. both purchased their shares in B Ltd. on 1st January in 
the current year. 
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Goodwill 

To Shares in A Ltd. .. 

„ Shares in B Ltd. - held by Holding Ltd. 

„ Shares in B Ltd. - held by A Ltd. .. 

Transfer of cost of shares. 

•• 

Dr. 

£ 

90,000 

£ 

30,000 

40,000 

20,000 

Share Capital, A Ltd. . 

To Goodwill — Nominal Value of Shares held by Holding Ltd. 

„ Minority Interest—Nominal Value of Shares held by Minority Shoreholdo-s. 

Share Capital, B Ltd. .. 

To Goodwill - Nominal Value of Shares held by Holding Ltd. 

„ Goodwill - Nominal Value of Shares held by A Ltd. .. 

Transfer of nominal value of shares. 


Dr. 

Dr. 

40,000 

30,000 

30,000 

10,000 

20,000 

10,000 

Goodwill 

To Profit and Loss Account, A Ltd. 

Transfer of pre-acquisition loss of A Ltd. applicable to Holding Ltd. - i x £1,000. 


Dr. 

750 

750 

Profit and loss Account, B Ltd. 

To Goodwill - re Holding Ltd.’s holding - I x £6,000 
„ Goodwill - re A Ltd.’s holding -lx £6,000 

Transfer of prc-acquisition profit of B Ltd. 


Dr. 

6,000 

4,000 

2.000 

Sundry Creditors, A Ltd. 

To Advance to A Ltd., Holding Ltd. .. 

Elimination of inter-company balance. 

■ 

Dr. 

15,000 

15,000 

Bills Payable, A Ltd. .. 

To Bills Receivable, Holding Ltd. 

Elimination of inter-company bills. 


Dr. 

8,000 

8,000 

Profit and Loss Account, B Ltd. 

To Profit and Loss Account, A ltd. -lx £3,000 
., Profit and Loss Account, Holding Ltd. - i x £3,000 .. 

Transfer of B Ltd.’s post-acquisition profit. 


Dr. 

3,000 

1,000 

2,000 

Profit and Loss Account, Holding Ltd. 

Minority Interest 1 f£I 1.000 — £1,000) .. 

To Profit and I oss Account, A Ltd. 

Transfer, of balances on A Ltd.’s Profit and Loss Account. 


Dr. 

6,750 

2,500 

9,250 


Note. The sum debited to Minority Interests in respect of the debit balance on A’s profit and loss account is: 

£ 

Debit balance per balance sheet .. .. .. 11,000 

Less Proportion of B’s posC>acquisition profit applicable to A Ltd. 

- I/3rd of £3,000 .. .. 1,000 


One-fourth of £10,000 =- £2,500 


GOODWILL 


Shares in A Ltd. .. 

Profit and Loss Account: A Ltd. Pre-acquisition 
loss 

£ 

30,000 

750 

Share Capital A Ltd. Nominal Value 

Balance Goodwill 

£ 

30,000 

750 


£30.750 

I 


£30,750 

Shares in B Ltd. held by Holding Ltd. 

40,000 

Share Capital B Ltd. Nominal Value 

Profit and Loss Accouni - B Ltd. Pie-acquisitioii 
profit .. 

BaJance Goodwill 

20,000 

1 4,000 

16,000 


£40,000 


£40,000 

Shares in B Ltd. held by A Ltd. 

20.000 

Share Capital. B Ltd. Nominal Value 

Profit and Loss Account, B Ltd. Pre-acquisition 
profit .. 

Balance — Goodwill 

1 

' 10,000 

2,000 

8,000 


£20 000 


: £20,000 


The goodwill appearing in the consolidated Balance Sheet will be: 

Balance per A Ltd.’s Balance Sheet 
Holding Company’s Goodwill in A Ltd. (as above) 
M « •• M B Ltd. M M 

A Ltd.’s „ „ „ B Ltd. 


£ 

6,000 

750 

16,000 

8,000 


£ 30,750 
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Profit and Loss Account A Ltd. Share of Loss .. 
Balance to Consolidated Balance Sheet 

£ 

2.500 

7.500 

Share Capital, A Ltd. 

£ 

10,000 


£10,000 


£10,000 

CONSOLIDATED 

PROFIT AND LOSS ACCOUNT 


A Ltd.’s Profit and Loss Account, Share of post- 
acquisition loss applicable to Holding Ltd. .. 
Balance to Consolidated Balance Sheet 

£ 

6,750 
18,250 . 

Hnlding Ltd.’s Profit and Loss Account; 

Balance b/f. 

B Ltd.’s Profit and Loss Account - Sliare of post- 
acquisition profit applicable to Holding Ltd. 

£ 

23.000 

2,000 


£25 000 


£25,000 

A LTD., PROFIT AND 

LOSS ACCOUNT 


Balance b/f. 

£ 

11,000 ' 

Goodwill -- Pre-acquisition loss applicable to 
Holding Ltd. 

B Ltd. Profit and Loss Account - Share of post- 
acquisition profit applicable to A Ltd. 

Minority Interest i (£11,000 — £1,000) 

Balance to Consolidated Profit and Loss Account 

£ 

750 

1,000 

2,500 

6.750 

r 

£11,000 


£11,000 

B LTD., PROFIT AND 

LOSS ACCOUNT 


Goodwill - Pre-acquisition profits applicable to: 
Holding Ltd. .. .. ' 

A Ltd. .. .. .. , 

A Ltd.: Profit and Loss Account - Share of post¬ 
acquisition profit applicable to A Ltd. 
Consolidated Profit and Loss Account - Share of 
post-acquisition profit applicable to Holding Ltd. 

£ 

4,000 

2,000 . 

1,000 

2,000 

Balance b/f. 

£ 

9,000 


£9,000 


£9,000 


CONSOLIDATED BALANCE SHEET OF HOLDING LTD. AND ITS 
SUBSIDIARY COMPANIES as at 31si DrChMBKR 


Share Capital Authorised and Issued 
Capital Ri.serve: 

Share Premium Account 

CONSOLIIIATED PROI'IT AND LOSS ACCOUNT 
Holding Lid. 

2.3.000 

100,000 

10,000 

Fixfd Assets 

Goodv ill 

Land. Buildings, Plantand Machinery, at 
cost: 

H Ltd. . 

30,750 

25,000 

Lfss Subsidiaries - Loss 

4,750 ■ 


A Ltd. . 

30,000 


18.250 

B Ltd. 

20,000 


128.2S0 


£ 172,750 


Minority Interest 

Sundry Creditors; 



7,500 

Current Assets: 



H Ltd. .. 


19,000 


Stocks - 



A Ltd. .. 

!! £20.o66 


H Ltd. .. 

10,000 


Lesi due to H Ltd. 

.. 15,000 , 



A Ltd. .. 

3,000 



5,000 


B Ltd. .. 

8.000 


B Ltd. 


3,000 

27,000 

Sundiy Debtors— 


21,000 

Bn.i,s Payable; 



HLtd. .. 

10,000 


A Ltd. .. 


18,000 


A Ltd. .. 

2,000 


Less held by H Ltd. 


8,000 

10,000 

B Ltd. .. 

7,000 

19,000 




Balances at Bankers— 






H Ltd. 

14,000 






A Ltd. 

6,000 






B Ltd. .. 

7,000 

27,000 


75,000 

105.750 


67,000 

£ 172,750 
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It will be observed that in computing the goodwill element of £8,000 in A Ltd.’s holding 
in B Ltd. no part of the pre-acquisition profits of B Ltd. applicable to A Ltd. is credited to 
the outside shareholders of A Ltd. The reason for this is that such pre-acquisition profits 
are represented by part of the assets of B Ltd. which A Ltd. has, in effect, purchased and 
paid for out of its capital funds, and are not revenue available for distribution by A Ltd. 
among its shareholders. The excess of the price paid by A Ltd. for these shares over the net 
assets by which they are represented at the date of their acquisition is the sum paid by A 
Ltd. for goodwill, and would appear as an asset in the consolidated Balance Sheet of 
A I.td. and B Ltd. were the Balance Sheets of these two companies consolidated separately, 
as shown hereunder. 


CONSOLIDATED BALANCE SHEET OF A LTD. AND B LTD. 



1 £ 

1 £ 

1 40,000 j 

1 ■; 


, £ 

£ 

Share Capital A Ltd. 

1 

Goodwill - A Ltd. .. 

Goodwill re A’s holding in B Ltd. (see 

1 

6,000 

Outside shareholders of B Ltd.: 
Share Capital 

Profit and Loss Account 

1 

1 30,000 

1 ' 

Goodwill Account on p. 372) 

1 

! 

8,000 



1 


.. j 9,000 

1 

I.and, etc. 

1 

14,000 








1 X 1 £39,(X)0 

! 26,000 ij 
, 1 

A Ltd 

30,000 ; 


Creditors: 

B Ltd. .. 

20,000 j 

50,000 


1 j 





A Ltd. .. 

20,000 


Stocks: 



B Ltd 

.. . 3,000 

' 1 

A Ltd. .. 

1 3,000 


Bills Payable, A Ltd... 

i 23,000 i 

i 18,000 

B Ltd. .. 

' 8,000 

11,000 

1 

’ * j 



! 

Debtors: 






A Ltd. .. 

, 2,000 




1 1 

B Ltd. .. 

7,000 




1 1 


'_ 

9,000 


1 

1 

Bank Balances: 





' 

A Ltd. .. 

' 6,(H)0 




; 1 

B Ltd. .. 

7,000 




1 



13,000 




Profit and Loss Account 


•10,000 

1 



£107,000 


i 

£107,000 



*A LTD.-PROFIT AND LOSS ACCOUN'I 

£ 

£ 

Balance per Balance Sheet 

11,000 A Ltd.'s share of B Ltd.'s post-acquisition profit . 

Balance 

1,000 

10,000 


£11,000 £11,000 


It will be seen that A Ltd’s goodwill in B Ltd is one of the assets of A Ltd, which will 
enter into the consolidated Balance Sheet of Holding Ltd in the sanre way as the other 
assets of A Ltd, when the above Balance Sheet is incorporated therein. 

Some accountants take the view that only the proportion of this goodwill which is 
attributable to the members of the holding company should appear in the consolidated 
Balance Sheet of the group and accordingly that the proportion of the goodwill applicable 
to the outside members should be eliminated. If this were done in the above illustration, 
one-fourth of the £8,000 paid by A Ltd. for goodwill in respect of its holding in B Ltd. 
would be written off against the outside shareholders, thereby reducing the goodwill figure 
in the consolidated Balance Sheet of Holding Ltd. to £28,750 and the minority interest to 
£5,500. There would seem to be no logical justification for this procedure; the goodwill is in 
no different category from the other assets of A Ltd. and if part of the goodwill is written 
off against outside shareholders of A Ltd. it would be logical to write off part of the other 
assets also, and thereby eliminate the minority interest from the consolidated accounts 
altogether. 
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If, however, the price paid by A Ltd. for the shares in B Ltd. were less than the value of the 
net assets attributable to the holding, so that instead of ‘goodwill’ there was a ‘capital reserve’, 
the proportion thereof applicable to the outside shareholders of A Ltd. should be credited 
to minority interest, as it represents part of the value of the net assets shown in the con¬ 
solidated accounts which is attributable to their holdings. Thus, in the above example, if the 
price paid by A Ltd. for the shares in B Ltd. had been only £10,000, there would have been 
a ‘capital re^rve’ of £2,000, of which £500 would be credited to the minority interest in A Ltd, 
and Ae balance of £1,500 deducted from the consolidated goodwill. Alternatively the ‘capital 
reserve’ could be applied in writing down the assets of B Ltd. for the purpose of the con¬ 
solidated accounts. 

In the preceding illustration the shares in B Ltd. were acquired by Holding Ltd. and 
A Ltd. on the same date. 

Where shares in a subsidiary have been acquired by different members of the group 
at different dates, the ‘goodwill’ element in respect of each holding will be represented 
by the excess of the cost thereof over the proportion of the net assets of the subsidiary 
attributable thereto at the date of the particular acquisition. Any undivided profits of 
such subsidiary which have accrued after the acquisition will be revenue profits from 
the viewpoint of that holding member. If, however, such holding member later be¬ 
comes a subsidiary of the parent company, the proportion of the post-acquisition 
profits of the first mentioned subsidiary attributable to that holding member, will 
constitute part of its net assets at the date on which it, in turn, became a subsidiary 
of the parent company, and must be treated as a pre-acquisition profit in com¬ 
puting the ‘goodwill’ ingredient of the parent company’s holding. 


Illustration (12) 

The following schedules summarise the Balance Sheets, as on 31st December, of a group of 
companies: 




X Ltd. 

YLtd. 

Z Ltd. 



£ 

£ 

£ 

Land and Buildings 

, , 

125,000 

71,700 

16,000 

Plant and Machinery 

. . 

175,000 


16,500 

Fixtures and Fittings 


15,000 

6,000 

2,500 

Investments: 





Y Ltd. 120,000 shares .. 


105,000 



Z Ltd. 20,000 shares 


14,000 



„ 10,000 shares 



7,000 


Stock in trade: .. 


150,460 

46,655 

24,500 

Sundry Debtors: 





General 


37,450 

28,300 

8,500 

Y Ltd. . 


15,685 



Z Ltd. . 


15,985 

8,750 


Cash and Bank Balances .. 


25,200 

1,350 

2,315 

Profit and Loss Account balance 




5,000 



£678,780 

£169,755 

£75,315 
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Capital, issued in shares of £1 each 
Fully paid up .. 

15s. paid up (160,000 shares) 
General Reserves 
Profit and Loss Account balances 

Sundry Creditors: 

Genera] 

X Ltd. 

Y Ltd. 


[Chap. IX 

X Ltd. Y Ltd. Z Ltd. 

£ £ £ 

500,000 50,000 

120,000 

100,000 20,000 

51,500 5,000 


27,280 12,070 1,830 

12,685 15,985 

7,500 


£678,780 £169,755 £75,315 


On 31st December, goods to the value of £3,000 were in transit from X Ltd. to Y Ltd. and 
a remittance of £1,250 from Z Ltd. to Y Ltd. was not recorded by the latter company until 
after the books had been closed. 

Y Ltd. had a credit balance on Profit and Loss Account of £10,0(X), and no General 
Reserve, when it became a subsidiary of X Ltd., but has since paid dividends of £20,000, 
of which £10,(X)0 was paid out of pre-acquisition profits. X Ltd. has taken credit for its 
share of these dividends in its Profit and Loss Account. 

Z Ltd. had a debit balance on Profit and Loss Account of £15,000 when Y Ltd. purchased 
10,000 shares, and of £10,0(K) when later, X Ltd. purchased 20,000 shares in Z Ltd. X Ltd. 
purchased its holdings in Y Ltd. and Z Ltd. on the same date. 

You are required to prepare a Consolidated Balance Sheet for the group as at 31st 
December. Ignore Taxation. 

Notes as to consolidating adjustments; 

(a) The dividends received by X Ltd. from Y Ltd. amount to | of £20,000 — £15,000 of 
which £7,500 was paid out of pre-acquisition profits, and must theiefore be transferred 
from X Ltd.’s Profit and Loss Account to the credit of Shares in Y Ltd. Account (or 
Goodwill Account). 

(if) The pre-acquisition losses of Z Ltd. which must be transferred from Z Ltd.’s Profit and 
Loss Account to the c/edit of Goodwill, are: £ 

re Y Ltd.’s holding— Jth of £15,000 .. = 3,000 

re X Ltd.’s holding — flhs of £10,000 .. = 4,000 

£7,000 


(c) Since Z Ltd.’s debit balance on Profit and Loss Account was £15,000 when Y Ltd. 
acquired its holding and £10,(XX) when X Ltd. acquired its holding in Z Ltd., and is now 
£5,000, Z Ltd. has made profits as follows: 

(i) £10,000 since Y Ltd.’s acquisition, of which £5,000 was earned before Y Ltd. became 
a subsidiary of X Ltd.; 

(ii) £5,000 since X Ltd.’s acquisition. 

(d) In respect of (c) (i) one-fifth = £2,000 is attributable to Y Ltd.; of this amount £1,000 was 
earned prior to Y Ltd. becoming a subsidiary of X Ltd. and thus constitutes a pre-acqui¬ 
sition profit of which three-fourths = £750 relates to X Ltd.’s holding in Y Ltd. and 
must be credited to goodwill. 
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In respect of (c) (ii) two-fifths — £2,000 is a post-acquisition profit of X Ltd. 

(e) Y Ltd.’s minority shareholders must be credited with one-fourth of Y Ltd.’s profits 
(including Y Ltd.’s share of the post-acquisition profits of Z Ltd.). Z Ltd.’s outside share¬ 
holders must be debited with two-fifths of that company’s debit balance on Profit and 
Loss Account of £5,000, 


CONSOLIDATING JOURNAL ENTRIES 


I 


Profit and Loss Account, X Ltd. 

To Shares in Y Ltd. . . 

Writing back dividend paid by Y Ltd out of pre-acquisition profits. (See Note (a) above). 


Dr. . 

7,500 

GoodwiU, X Ltd. 

To Shares in Y Ltd. .. 


Dr. 1 

1 

97,500 

Goodwill, X Ltd. 

To Shares in Z Ltd. .. 



14,000 

Goodwill, Y Ltd. 

To Shares in Z Ltd. .. 

Transfer of cost of shares in subsidiaries. 


1 

7,000 

Share Capital, Y Ltd. .. 

To Goodwill, X Ltd. 

„ Minority Interest, Y Ltd. .. 


Dr. ! 

• i 

120,000 

ShM Capital, Z Ltd. . . 

To Goodwill, X Ltd. 

.. „ Y Ltd. . 

„ Minority Interest, Z Ltd. .. 

Transfer of nominal viuue of shares. 


Dr. I 

50,000 


Goodwill, Y Ltd. .. .. .. Or. i 

To Profit and Loss Account, Z Ltd. 

Transfer of pre-acquisition loss ofZ Ltd., attributable to Y's holding in Z (l/5th of £15,000). (See Note (b) 
above.) 


3,000 


Profit and Loss Account, Z Ltd. .. Or. , 2,000 

To Profit and Loss Account, Y Ltd. .. . I 

Transfer of post-acquisition prcjfif of Z Ltd. attributable to Y's holding (1/Sth of £10,000). (See Notes (c) and | 

(d) above.) i 


Goodwill, X Ltd. .. . .. Or. | 4,000 

To Profit and Loss Account, Z Ltd. .. .. .. . 

Transfer of pre-acquisition loss of Z Ltd. attributable to X Ltd. (2/Slhs y £10,000). (See Note (b) above.) ] 


Profit and Loss Account, Z Ltd. .. .. .. Dr. 

To Profit and Loss Account, X Ltd. 

Transfer of post-acquisition profit of Z Ltd. attributable to X Ltd. (2/5ths x £5,000). (See Notes (r) and (d) 
above.) 

2.000 

■ 

Profit and Loss Account, Y Ltd. 

To Goodwill, X Ltd. 

Transfer of pre-acqutsition profit of Y Ltd. attributable to X Ltd. (see Note (d) above). 

Dr. 

750 

1 

Profit and loss Account, Y Ltd. 

To Profit and Loss Account, X Ltd. 

Transfer of post-acquisition profit of Y Ltd. attributable to X Ltd. (3/4ths x £6,000). 

Dr. 

- 

4,500 

General Reserve, Y Ltd. .. .. .. .. .. .. Dr. 

Profit and Loss Account, Y Ltd. 

To Minority Interest, Y Ltd. .. 

Transfer of shares of Reserve (l/4th x £20,(X)0) and profit (l/4th x £7,000) attributable to outside share¬ 
holders of Y Ltd. 

5.000 

1,750 

Minority Interest, Z Ltd. 

To Profit and Loss Account, Z Ltd. 

Transfer of share of debit balance attributable to outside shareholders of Z Ltd. - (2/5ths x £5,000). 

Dr. 

2,000 

Profit and Loss Account, X Ltd. 

To Consolidated Profit and Loss Account 

Transfer of balance. 

Dr. 

50,500 

Goods in transit 

Cash in transit 

To Current Account, Y Ltd, . . 

., Current Account, Z Ltd. .. 

Adjustments for value in transit. 

Dr. 

3,000 

1,250 

Y Ltd Current Account (X) 

Z Ltd. Current Account (Y) 

To X Ltd. Current Account (Y) 

„ Y Ltd. Current Account (Z) 

Setting off inter-company balances. 

Dr. 

12,685 

7,500 


£ 

7,500 


97,500 

14,000 

7,000 


90.000 

30,000 

20,000 

10,000 

20,000 


3,000 


2,000 


4,000 

2,000 

750 

4.500 

6,750 

2,000 

50,500 

3,000 

1,250 

12,685 

7.500 
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The consolidating ledger accounts will appear as follows: 

GOODWILL 


£ 

Shares in Y Ltd. held by X Ltd . lOS.OOO i. 

Lesi Dividend paid out of pre-acquisition profits| 7,300 ! 

97,500 ; 


Y Ltd. Share Capital, nominal value.. 
Profit and Loss Account, Y Ltd. 

Pre-acquisition profit 
Balance Goodwill 


£ 


; 90,000 


750 

6.730 


£97,300 


, £97,500 


Shares in Z Ltd. heid by X Ltd. 

Z Ltd. Profit and Loss Account - pre-acquisition 
loss 

Balance - Capital Reserve .. 


14,000 Z Ltd. Share Capital, nominal value 
4.000 I 

2,000 I 
£20,000 


20,000 


£20,000 


Shares in Z Ltd. held by Y Ltd. 

Z Ltd. Profit and Loss Account - pre-acquisition 
loss 


7.000 Z Ltd. Share Capital, nominal value 
3,000 ; 

£10,000 


10,000 


£10,000 


Note. It is preferable to set off the ‘capital reserve’ arising from the purchase by X Ltd. 
of shares in Z Ltd. against the goodwill purchased in Y Ltd. The goodwill appearing in the 
consolidated Balance Sheet will thus be: 


£ 

Goodwill in Y Ltd. (as above) .. .. ,. 6,750 

Less Capital Reserve in Z Ltd. .. .. 2,(XX) 


£4,750 


Since the price paid by Y Ltd. for its holding in Z Ltd. (£7,000) is exactly equal to the net 
assets of Z Ltd. attributable thereto (share capital £10,(X)0 less pre-acquisition loss £3,000) 
no goodwill or capital reserve arises in respect of this holding. 


PROFIT AND LOSS ACCOUNT, X LTD. 


Goodwill - Dividend from Y Ltd. paid out of 
pre-acquisition profit 

Balance to Consolidated Profit and Loss Account 

£ 

7,500 

30,500 

1 

X Ltd. - Balance b/t. 

1 Y Ltd. - Post-acquisition profit 

1 Z Ltd. - Post-acquisition profit 

£ 

51,500 

4,300 

2,000 


£38,000 


£38,000 

PROFIT AND LOSS 

ACCOUNT, Y LTD 


Minority Inteicat (1 x £7,000) 

Goodwill (( X £1,000) befagYLtd.’sUMu« of Z 
Ltd.’s profit earned between date of acquisition 
by y Ltd. of shares in Z Ltd. and date on 
which Y Ltd. became a subsidiary of X Ltd. 

^ Notes (e) and (</)). 

Balance to Consolldatea Profit and Loss Account 

1 

£ 

1,750 

730 

4,300 

Balance b/f. 

Share of post-acquisition profit of Z Ltd. 

(Ith X £10,000. (See Notes (c) and (d)) 

£ 

3,000 

2,000 


£7,000 


£7,000 




THE ACCOUNTS OF HOLDING COMPANIES 
PROFIT AND LOSS ACCOUNT. Z LTD. 


Balance bit, 

Y Ltd Profit and Lon Account - Share of profit 
attributahte to Y Ltd. liiice acquisition (4tb of 
£10,000). (See Notes (r) and^) .. 

X Ltd. Profit and Lon Account-Share of profit 
attributable to X Ltd since acquisition ( {ths 
of £5,000} (See Notes (r) and (W) .. 


Minority Interest ({th of £5,000) 
Oo^will (Sm Note (fi)) 
rr Y Ltd.’s holding (t x £15,000). 
re X Ltd.’s holding ({ \ £10,000) . 



YLtd. ■ 

ZLtd. i 


£ 

£ 1 

Profit and Loss Account, 2/5ths x 

1 


£5,<K)0 . 

Balances per Consolidated Balance 


2,000 , 

Sheet.. 

36,750 : 

18,000 ' 


£36,750 

£20,000 

CONSOLIDATED 


£ 

£ 

Share Capital 

General Reserve: 

X Ltd. 

Y Ltd. (1 X £20,000) 

100.000 

15,000 

500,000 


115.000 

Consolidated Profit and Loss Account: 


X Ltd. 

44,000 


Subsidiaries 

6,500 

50,500 ! 



665,500 

Minority Interests .. 


54,750 

Creditors: 



X Ltd. 

27,280 


Y Ltd. 

12,070 

' 

Z Ltd. .. 

1,830 

41,180 


MINORITY INTERESTS 


Share Capital 
General Reserve, l/4th x £20,000 .. 
Profit and Loss Account l/4th x £7,000 


Goodwill .. 

Land and Buildings: 

X Ltd. 

Y Ltd. 

Z Ltd .. 

Plant and Machinery: 

X Ltd. 

Z Ltd. 

Fixtures and Fittings: 
X Ltd. .. 

Y Ltd. 

Z Ltd. 

Stock-in-Trade: 

X Ltd. 

Y Ltd. 

Z l td. 

In transit 

Sundry Debtors: 

X Ltd. .. 

Y Ltd. 


YLtd. 

£ 

30,000 

3,000 

1,750 


125,000 

71,700 

16,000 


175,000 

16,500 


150,460 

46,655 

24,500 

3,000 


ZUd. 

£ 

20,000 


£36,750 £20,000 


212,700 


191,500 


— 224,615 


Z Ltd. 

8,500 

74,250 

' Cash and Bank Balances: 



X Ltd. 

25,200 


Y Ltd. 

1,350 


Z Ltd. 

2.315 


In Transit 

1,250 

30,115 

£761,430 


£761.430 


(m) Shares in Holding Company held by Subsidiary Company 
As from 1st July 1948, any allotment of shares by a hoWing <x)mpany to its subsidiary 
company is void, and a subsidiary cannot acquire shares in its holding company. A 
subsidiary which was a member of its holding company at the commencement of the 
Act may, however, continue to be a member of it, but has no right to vote at meetings. 
Where shares in its holding company are held by a subsidiary, the nominal value of 
such shares should be deducted from the issued share capital of the holding company 
and any premium paid on the purchase should be deducted in the consolidated 
Balance Sheet from Share Premium Account or Reserve (if one exists) or otherwise 
added to goodwill. Where, however, there were undistributed profits in the holding 
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company’s books at the date of acquisition of the shares the proportion of such 
profits attributable to the subsidiary company’s holding should be deducted in the 
parent company’s Profit and Loss Account and also from the cost of the shares before 
making the transfer to goodwill. 


Illustration (13) 




1 H 

1 

s ! 

1 

H 

S 




£ 

£ 

£ 

Capital 


.. 1 25,000 

10,000 I; 90% interest in S at cost 

11,000 


Prmi and Lon Account 


4,000 

2,400 1 Sundry Assets 

.. > 20,000 

7,400 

Crediton .. 

• • 

. ■ : 2,000 

1,000 20% interest in H at cost 


6,000 



£31,000 

£13,400 1 

, £31,000 

£13,400 


S acquired its holding in H when H had a credit balance on Profit and Loss Account of 
£1,600. 

Later, H acquired its holding in S when S had a credit balance of £800 and H a credit 
balance of £3,000 on Profit and Loss Account. 

(a) The pre-acquisition profits will be as follows: 

£ £ 

(i) On purchase by S of shares in H: 

20% of £1,600 (being balance on H’s Profit and Loss Account) .. 320 

(ii) On purchase by H of shares in S: 

Amount attributable to group: 

90% of £800 (being balance on S’s Profit and Loss Account) .. 720 

90% of £280 (being proportion of balance on H’s Profit and Loss 
Account at this date which is attributable to S’s holding in H and 
thus forms part of S’s profit, viz., 20% of £3,000 = £600, less £320 
as in (i) above .. .. .. .. 2S2 

- 972 


1,292 


Amount attributable to outside shareholders of S: 

10% of £800 (je^ (ii) above) .. .. .. .. 80 

10% on £280 (see (ii) above) .. .. .. .. 28 





108 




£1,400 

(b) The cost of the respective goodwills will therefore be: 

S 


H 

Cost of shares acquired 

£6,000 


£11,000 

Less Nominal value .. .. £5,0(X) 


£9,000 


Pre-acquisifion profits as above 320 

5,320 

972 

9,972 




£680 


£1,028 
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(c) The profits earned since the acquisition are: 


38! 

S 

H 

Profits per Balance Sheets 

£2.400 

£4,000 

Less Balances at dates of acquisition .. 

800 

3,000 


£1,600 

£1,000 


Before computing the proportion of S's profit which is ascribable to the minority interests 
of S, however, S’s profit must be increased by S’s share of H’s profit and reduced by H’s 
share of S’s profit. 

The amount may be calculated as follows: 

Let h = total profit of H (including share of S’s profit): 

Let s total profit of S (including share of H’s profit): 

Then h — £1,000 -h and s — £1,600 + 

lOh = £10,000 4- 9.¥; and 50.v - £80,000 f 10//. 

505 -= £90,000 4 95. 

415 - £90,000 
5 = £2,195 


The minority shareholders’ proportion is therefore 10% of £2,195 - £219-5 (say £220). 
The total amount of S’s profit attributable to the minority interests will thus be: 


Share of pre-acquisition profit {see (a) (ii)) .. 

. . 

. £108 

Share of post-acquisition profit (as above) 

• . 

220 

{d) The consolidated Profit and Loss Account will be as follows: 


£328 

£ £ 

£ 

Profit and Loss Account of H 

4,000 


Less Transfer to goodwill (see {a) (i)) 

320 


Transfer to goodwill {see {a) (ii)) 

252 


■ 

- 572 

3,428 

Profit and Loss Account of S 

2,400 


Less Transfer to goodwill {see (a) (ii)) 

720 

1,680 



5,108 

Less Proportion attributable to minority interests {see (c)) 


328 



£4,780 

The total profits are thus apportioned as follows: 



Pre-acquisition profits of group (a) 

.. 

£1,292 

Minority interests (c) .. 

.. 

328 

Holding company (</)•• 


4,780 


£6,400 
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CONSOLIDATED BALANCE SHEET 


Capital 

Lesi held by S 


£ 

23.000 

£ Ij 

Goodwill, Me., H .. 

£ 

680 

£ 


3,000 • 

' .. S. 

1,028 


Profit and Lon Account: 

H Ltd . 


3,428 1 

20,000 

' Sundry Assets H .. 

20,000 

7,400 

1,708 

S Ltd . 


1,332 



27,400 

Minority Intemts in S: 
Capita] .. 


1,000 

4,780 ' 


Undistributed Profits 

Creditors H 

.. s 


328 

2,000 

1,000 

1,328 ; 

1 

1 

3,000 1 

' 




- 1 I- 

£29,108 I £29.108 


It will be seen that the above calculations proceed on the basis of each company dis¬ 
tributing its profits up to the hilt, Le., each £ distributed by one company increases the other 
company’s profits, of which a share is due to the first company, and so on ad infinitum. 
While this is theoretically correct, the authors regard it as too pedantic. The true position 
in the above case is that the combined profits are: 

S.£1,600 

H.1,000 

£2,600 


In the opinion of the authors, it is sufficient to reserve for the minority interest on post¬ 
acquisition profits on the following basis: 

Profits of S as they stand .. £ 1,600 

Dividend that would be received by S if H declared the 
whole of its profits as dividend: l/5th x £1,000 200 

£1,800 

10% of £1,800 - £180 

A note can be added to the effect that: ‘In arriving at the share of minority shareholders 
in the profits made since the shares in the subsidiary company were acquired by the holding 
company, no account has been taken of the inflation of profits that would arise if each com¬ 
pany distributed its profits fully (thus creating additional paper profits in which the other 
would be entitled to a share, which in turn would be distributed).’ 

(n) Foreign Subsidiaries 

Foreign subsidiaries raise special problems, particularly where exchange restrictions 
prevent the remittance of money to the United Kingdom. If current and liquid assets 
of the subsidiary company are included in the consolidated Balance Sheet, not only is 
it difficult to decide upon a rate of exchange for their conversion into sterling, but, 
since no use of the funds can be made here, a most misleading statement may result. 
Where subsidiaries operate in many foreign countries, the problem is magnified, and 
it is suggested that, in general terms, it is better to keep separate from the other assets 
and liabilities the balances applicable to subsidiary companies operating in countries 
with ^frozen* exchanges, or even to exclude such companies from consolidation. 
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Great care must be taken in all cases of foreign subsidiary companies to ensure that 
any unrealised profits are eliminated in the consolidated Balance Sheet, e.g., where 
the holding company in this country has sold goods to the foreign subsidiary. In such 
a case, the *sale’ will have been credited, normally, at the usual selling price, and taken 
in by the subsidiary at the currency equivalent on the date of delivery. In valuing its 
stock for ^e purposes of its Balance Sheet, the subsidiary will have valued any such 
goodsatcost or realisable value, whicheverislower,and,accordingtotherule$normally 
adopted for conversion, this value will be converted into sterling at the rate ruling at 
the date of the Balance Sheet. Not only therefore is there an unrealised profit (from 
the viewpoint of the group) in the stock-in-hand which emanated from the holding 
company, but there may be a fictitious profit or loss on exchange arising through the 
difference between the rates of exchange on the dates of delivery and of the Balance 
Sheet respectively. Adjusting entries must therefore be made in the process of pre¬ 
paring the consolidated Balance Sheet, to ensure that the stock does not appear in 
the consolidated Balance Sheet at more than its cost to the group. 

In other respects, the conversion of currency into sterling follows generally the 
same rules as in Branch Accounts {see Chapter X). 

Fixed assets of foreign subsidiaries should appear in the consolidated Balance 
Sheet at their sterling cost, which must, therefore, be recorded as and when each 
asset is acquired. In regard to any new fixed assets acquired during an accounting 
period these should be converted at the rates in force at the dates when the remit¬ 
tances from the holding company were made, or, if the assets were purchased out of 
the subsidiary’s own resources, at the rates in force at the dates of purchase. Where, 
however, the rates of exchange have not fluctuated materially during the year, the 
cost of additions may be converted at the average rate for the period. 

An adjustment may be necessary in respect of depreciation of fixed assets. The 
depreciation will be converted at the rate ruling at the date that the expenditure on 
the asset was incurred, which may differ greatly from current rates. If the effect is 
that the aggregate depreciation on all subsidiary companies’ assets, as converted into 
sterling on this basis, is considerably less than it would be on a current rate basis, 
there may be a serious paper inflation of profits, since the apparent profit may 
exceed the sterling equivalent of the money which would be remitted in payment 
of a dividend equal to the whole currency profit. A special provision should be 
created, or it may be considered whether consolidation should be made at all in the 
circumstances. 

Exchange differences on conversion may never be realised; they may be wholly in 
respect of capital items, etc., and until realised on remittance should, if profits, be 
credited to reserve or, if losses, be written off. 

§ 5. Consolidated Profit and Loss Account 

As has already been stated, the group accounts laid before a holding company will 
normally comprise a consolidated Profit and Loss Account and a consolidated 
Balance Sheet. The information given therein must comply with the requirements of 
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the Eighth Schedule as if they were the accounts of an actual company, with the 
exception that Sections 196 and 197 of the Act (which relate to the disclosure in the 
accounts laid before the members of emoluments, etc., paid to directors, and loans to 
officers, etc.), do not apply to the consolidated accounts. 

The preparation of a consolidated Profit and Loss Account follows similar lines to 
a consolidated Balance Sheet, all the information contained in the separate Profit 
and Loss Accounts of the respective companies being combined together and set 
out under appropriate headings, after eliminating inter-company transactions. 

In consolidating the Profit and Loss Accounts, particular attention must be paid to 
the following matters; 

(fl) Pre-acquisition profits or losses 

Where the balance brought forward in a subsidiary’s Profit and Loss Account includes 
any profit or loss which arose before the date on or as from which the shares therein 
were acquired by the holding company, the amount thereof applicable to the holding 
company must be transferred to Goodwill Account, as already explained, and will 
thus be taken into account in computing the sum attributable to goodwill in the 
consolidated Balance Sheet. 

Similarly, if the shares in the subsidiary were acquired during the year to which the 
Profit and Loss Account relates, the profit for the year must be apportioned to the 
date of acquisition, and the pre-acquisition profit transferred to goodwill. 

(h) Inter-company unrealised profits 

The profit included in the price at which any stock-in-hand at the date of the accounts 
has been transferred from one company to another, in so far as it affects the members 
of the holding company, must be deducted from the trading profit in the consolidated 
Profit and Loss Account, and from the stock valuation in the consolidated Balance 
Sheet. Similarly, any unrealised profit included in the price at which any fixed assets 
have been transferred from one company in the group to another must be deleted 
from the profit and from the value of the asset. 

It has already been seen that from the point of view of minority shareholders in a 
subsidiary, the inter-company profit may be regarded as realised, whether it operates 
for or against the particular subsidiary. Thus, if H Ltd. holds 90 per cent, of the 
ordinary capital of S Ltd., in respect of any profit included in the invoice price of 
goods sold by S Ltd. to H Ltd., which are still held by H Ltd., only 90 per cent, will 
be deleted; the remaining 10 per cent, is a realised profit from the viewpoint of the 
minority shareholders and may be treated as part of the cost of the goods to the 
group. Similarly, if H Ltd. has sold goods to S Ltd., which are still in stock, only 
90 per cent, of the profit thereon will be eliminated; the other 10 per cent, is tan¬ 
tamount to a profit earned by H Ltd. on a sale to the outside members of S Ltd. 

(c) Inter-company cUvidends 

A dividend paid by a subsidiary to its holding company will appear as a debit in the 
Profit and Loss Account of the subsidiary and as a credit in that of the holding com- 
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pany. In the consolidated Profit and Loss Account, therefore, the dividend will 
cancel out. 

It must, however, be remembered that the dividend will normally have been debited 
net in the accounts of the subsidiaiy, whereas it will have been credited gross in the 
accounts of the holding company, the income tax suffered by deduction thereon 
having been debited to the holding company’s Taxation Account. It will therefore be 
necessary to deduct the net inter-company dividend from the dividends debited in the 
subsidiary’s Profit and Loss Account, and the income tax thereon from the debit for 
taxation in the holding company’s Profit and Loss Account, whilst the gross dividend 
will be deducted from the holding company’s income from investments on the credit 
side of the account. 

If a dividend received by the holding company, and credited to its Profit and Loss 
Account, is found to have been paid by the subsidiary out of pre-acquisition profits, 
the net amount thereof must be transferred from the Profit and Loss Account to the 
credit of the shares in the Subsidiary Company Account. Any such dividend should 
not have been treated as revenue by the holding company, as it is paid out of assets 
which are included in the property forming the underlying security for the shares 
acquired by the holding company, and as such must be regarded as reducing the 
price of the shares. In effect, the shares were purchased cum div., and the dividend 
included in the price must, when received, be treated as capital. 

Dividends paid or payable to outside shareholders by a subsidiary may either be 
shown as such in the consolidated Profit and Loss Account, or included without dis¬ 
tinction in the amount of profit attributable to minority interests. The latter method 
is the more usual. 

(d) Transfers to reserves, etc. 

Only such proportion of any sum transferred to reserve by a subsidiary, as is attribut¬ 
able to the holding company’s interest in that subsidiary will be added to any sums 
transferred to reserve by the holding company and debited to the consolidated Profit 
and Loss Account. The proportion of any such transfer attributable to minority 
interests will be included in their share of the undistributed profits of subsidiaries. 

(e) Depreciation Adjustments 

As explained in illustration § 4 {k) of this chapter, where any fixed assets of a sub¬ 
sidiary have been revalued for the purpose of the consolidated accounts, the charge 
for depreciation in the consolidated Profit and Loss Account may require adjustment. 
Where, for example, the value of a fixed asset has been written up to a higher figure 
than that at which it appears in the subsidiary’s books, the charge for depreciation to 
the consolidated Profit and Loss Account must be increased by depreciation at the 
appropriate rate on the increase in value; where the value of the asset has been written 
down, the charge for depreciation must be proportionately reduced. Similarly, if 
plant has been purchased by one company from another at a profit, the profit must 
be eliminated and the charge for depreciation reduced by the amount applicable 
to the amount by which the value of the asset has been reduced. 

N 
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(/) Minority Interests 

The share of a subsidiary’s profit or loss attributable to minority interests will be 
made up of— 

{a) the appropriate proportion of the balance brought forward from theprcvious year; 
(h) The appropriate proportion of the profit or loss for the year, before debiting 
dividends, and transfers to reserve. 

(c) Alternatively the dividends payable to minority interests may be debited separately 
to the consolidated Profit and Loss Account, in which case all dividends will be 
deducted before computing the proportion of the undistributed profit applicable 
to the minority interests. 

In the consolidated Balance Sheet the liability to the minority interests will be the 
aggregate of the nominal amounts of their shareholdings and the proportion of the 
reserves and profit and loss account balance attributable thereto. Proposed dividends 
payable to outside shareholders should be shown separately and grouped with the 
current liabilities. 

(g) Balance carried forward 

In the consolidated Balance Sheet the Revenue Reserves and Profit and Loss Account 
balances should be divided to show the amount of the holding company’s undis¬ 
tributed profits separately from those of the subsidiaries, so as to facilitate recon¬ 
ciliation with the figures shown in the holding company’s own Balance Sheet. 

(h) Directors' Emoluments 

Although, by paragraph 19 of the Eighth Schedule, the provisions of Section 196 (as 
to the disclosure of directors’ emoluments) do not apply for the purpose of the con¬ 
solidated accounts, since the requisite information must be given by the holding 
company in its own accounts or in a note attached thereto it may be given in the 
consolidated accounts which are laid before the members at the same time as the 
company’s own accounts and are normally attached thereto. The amounts disclosed 
must include payments to the directors of the holding company by its subsidiaries, as 
well as payments by the company itself, but not payments to directors of subsidiaries 
who are not also directors of the holding company. Any such payments may be 
treated as salaries to executives other than directors in combining the relevant figures 
for the purposes of the consolidated accounts. 

Illustratioii 

The summarised Profit and Loss Accounts of A Ltd. and its subsidiary B Ltd for the year 
ended 31st December, 19.. are as follows: 

PROFIT AND LOSS ACCOUNT 



A 

B 

A 

B 


£ 

£ 

£ 

£ 

Depreciation 

20,000 

15,000 Trading profit lor year 

87,817 

45,460 

Director*’ emolument* 

10,000 

5,000 ! Interest on government securities (aross) 

3,000 

450 

Debenture Interest (gro**) .. 

S.OOO 

3,000 I Dividends from B Ltd. (gross) 

4,200 


Income Tax 

21,200 

9,680 1 



Profits Tax .. 

7,800 

3,430 1 



Profit for year after taxation .. 

31,017 

9,800 1 




£9S,017 

£45,910 

£95,017 

£45,910 
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Transfer to Reserve 

„ „ Debenture Redemp 

tion Reserve Fund 
Dividends (net): 

Interim (paid)— 

Preference 

Ordinary 

Final (proposed)— 

Preference 

Ordinary 

Balance cari^ forward 


A 

B 

£ 

£ 

10,000 

2,000 

3.000 

1,000 1 

858 

429' 

(5%) 3,062 

(4%) 980 , 

857 

429 1 

(20 %i 12.2.50 

(10%) 2.450 ' 

16,490 

9,512 

£46,517 

£16.800 1 


Balance brought forward 
Profit for year afier taxation 


A 

£ 

IS.500 

31.017 


B 

£ 


7.000 

9 . 


1 146.517*' £16.800 


You are given the following information: 

(1) The paid-up share capital of the companies consists of: 



A Ltd. 

B Ltd. 


£ 

£ 

£17% Cumulative Preference Shares 

40,000 

20,000 

£1 Ordinary Shares 

I00,0(K) 

40,000 


(2) A Ltd. holds 30,000 of the ordinary shares of B Ltd. The whole of the preference shares 
of B Ltd. are held outside the group. 

(3) At the date on which A Ltd. acquired its holding in B Ltd. the credit balance on B 
Ltd.’s Profit and Loss Account was £5,000. All subsequent dividends have been paid out 
of current earnings. 

(4) A Ltd.’s stock includes goods purchased from B Ltd. during the year for £5,200, in¬ 
voiced by B Ltd. at cost plus 33J%. There were no similar transactions in the previous 
year. 

(5) For the purpose of the consolidated Balance Sheet, B Ltd.'s plant was revalued at 
£10,000 above its book value. Depreciation for the year had been provided for by B Ltd. at 
10% per annum on the book value. 

(6) The directors of B Ltd. are also directors of A Ltd. 

You are required to prepare a consolidated Profit and Loss Account for the year ended 
31st December, 19.. Income tax is to be taken into account at 7s. 9d. in £. 

The figures for inclusion in the consolidated Profit and Loss Account are computed as 
follows: 


(1) Trading Profit: 

Amount as per Profit and Loss Account 
Unrealized nofit on Sale of Goods to A Ltd.: 
Deduct: 25 % on £5,200 

Less Minority Interest (1) 


(2) Depreciation: 

Amount as per Profit and Loss Account 
Add; 10% on £10,000 increase in valuation 


(3) Directors’ Emoluments 


A Ltd. 

B Ltd. 

Total 

£ 

£ 

£ 

£ 

87,817 

1,300 

45,460 : 



325 

975* 





£87,817 


£44,485 j £132,302 

20,000 


! 3,000 




JsOOO 


£20,000 


£16,000 

£36,000 

£10,000 


£5,000 

£13,000 






*Had there been any similar goods on hand at the commencement of the period, this provision would 
merely be ad[justed to £975 by setting off against it the provision brought forward. 
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(10) Proportion of Profit for year attributable to Minority Interest in B Ltd: 
Trading Profit 

Interest on Oovemment Securities 


Dtduct Depreciation 

Directors' Emoluments 
Debenture Interest 
Taxition 

Preference Dividend 


Attributable to Ordituuy Shareholders (i x £7,942) 
Preference Dividmds 


(11) Balance brought fmward: 

Amount per Profit and Loss Account 
Less Minority Interest 


Deduct Pre-acquisition Profit transferred to Ooodwiil 
Less Minority Interest .. 


3,750 


£1,500 £17,000 


CONSOUDATED PROFIT AND LOSS ACCOUNT 

FOR THE YEAR ENDED 31ST DECEMBER, 19.. 


Trading RtOFir for Year 
afler charging: 

Depreciation 

Directors' Emoluments .. 
Debenture Interest 


Income from Quoted Investments 


DtoFiT FOR Year before Taxation .. 

Dedswt United Kingdom Taxation: Profits Tax 

Income Tax 


Profit for Year After Taxation 
Deduct Proportion appUcaUe to Minority Interest 

Profit for Year Appucablb to Orouf 
Add Balance brought forward from previous year 


Canted forward 



£50,427 
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FOR THE YEAR ENDED 31ST DECEMBER, 19,. 


Deduct Appropriations: 


Brought forward .. 

s 

s 

i 

50,427 

Transfer to Rea«ve 

„ „ Debenture Redemption Fund 

Interim Dividends paid (/ess tax): 

Preference 

Ordinary (5%) .. 



858 

3,062 

11,500 

3.750 

3,920 

13,107 


Final Dividends proposed {less tax): 

Preference 

Ordinary (20%) .. 



857 

1 2,250 



32,277 


Balance Carried TO CoNsouDATED Balance Sheet .. ' j £18,130 


Note. In the consolidated Balance Sheet, the liability to minority interests in respect of 
undistributed profits will be made up as follows: 


Balance brouj^t forward (I x £7,000) 

Share of Front for year (as per consolidated Profit and Loss Account) 


Less Interim Dividends paid: 
Preference .. 
Ordinary (1 x £980) 


£ 


i 

i 

I 


\ 429 

I 24S 


I 


1 


£ 

1,750 

2,843 


4,593 


674 


£3,919 


Of this amount of £3,919, £1,041 in respect ofproposed preference and ordinary dividends 
payable to outside shareholders will be shown under the heading of current liabilities, and the 
balance will be aggregated with the relevant proportion of the nominal share capital and 
reserves of B Ltd. to arrive at the liability to minority interests. 

§ 6. Holding Company’s Profit and Loss Account framed as a Consolidated 
Profit and Loss Account 

By Section 149, Companies Act, 1948, a holding company which publishes a con¬ 
solidated Profit and Loss Account need not also publish a separate Profit and Loss 
Account, provided that the consolidated Profit and Loss Account: 

(i) complies with the requirements of the Act relating to Consolidated Profit and 
Loss Accounts; and 

(ii) shows how much of the consolidated profit or loss for the financial year is dealt 
with in the accounts of the company. 

Since a holding company normally takes credit in its own accounts only for divi¬ 
dends paid and proposed by its subsidiaries, and not for its full share of the profits 
earned by them, in order to satisfy the second of the above requirements there must 
be deducted from the consolidated profit appropriate to the holding company such 
amount thereof as is retained and carried forward in the accounts of the subsidiaries. 

The resultant balance will be transferred to the holding company’s Appropriation 
Account, in which that company’s own balance of Profit and Loss Account brought 
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forward, and dividends paid and proposed and other appropriations will be entered. 
The Anal balance is that which will appear in the holding company's own Balance 
Sheet (not in the consolidated Balance Sheet). 

IlIiKStration 

The Profit and Loss Accounts of A Ltd. and its Subsidiaries B Ltd. and C Ltd. for the year 
ended 31st March, 1963, are as follows: 


A Ltd. , 

BLtd. 

CLtd. 

A Ltd. 

! BLtd. 

CLtd. 

£ 

£ 

£ 

£ 

£ 

£ 


Depreciation 

Directors' Emoluments .. 
Taxation 

Profit for year c/d. 

8,000 
10,000 ; 
18,000 1 
26,000 

1 

3,000 

5,000 

6.000 

7,000 

4,000 , 
3,000 ' 
9.000 
10,500 

Trading Profit.. 

Income from Quoted Secu* ; 

rities (gross) .. i 

Dividend firom B Ltd. (gross) 
Dividend from C Ltd. (gross), 

50,000 

3,000 
3,000 
4.000 , 

20,000 . 

1 

1,000 

23,000 

1.500 


: £62,000 : 

£21,000 1 

£26,500 


£62,000 i 

£21,000 

£26.300 

Dividends (net).. 

Balances c/f. 

12,250 . 
35,750 i 

2,430 

10,550 

3.063 

15,437 

Profit for year b/d. .. ' 

Balance from lost year .. 

26,000 1 
22,000 ; 

7,000 

6,000 

10,500 

8,000 


£48,000 

£13,000 

£18,500 

! 

£48,000 

£13,000 j 

£18,500 


A Ltd. holds 75% of the Share capital of B Ltd. and 80% of that of C Ltd. each of whom 
had paid a dividend of 10 per cent, during the year, out of the current year’s profit, for which 
credit had been taken by A Ltd. in its accounts. There were no other inter-company trans¬ 
actions and no pre-acquisition profits. 

Prepare A Ltd.’s Profit and Loss Account framed as a consolidated Profit and Loss 
Account to comply with Section 149, Companies Act, 1948. 


CONSOLIDATED PROFIT AND LOSS ACCOUNT 
FOR THE Year ended 31st March, 1963 


Trading Profit for Year 

After chariiing Depreciation .. 

Directors’ Remuneration 


Income from Quoted Investments 

Profit FOR Year BEFORE Taxation 
Taxation (Note t) 

Profit for Year after Taxation 
Less Proportion attributable to Minority Interest {Note 2) 

Orouf Profit for Year 

Less Profit for year retained by subsidiaries attributable to group (Sate 3) 

Orouf Profti for Year dealt with in the Accounts of A Lro. 

AM Balance brought forward 


Dnluel. Dividends, less tax 

Balance on Profit and Loss Account carried forward by A Ltd. 
AM Total Profits reuined by subsidiaries attributable to the group {Note 3) 

Balance carried forward in Consolidated Balance Sheet .. 


£ 

62,000 

15,000 

18,000 


£33,000 ' 


7.300 


69,500 

30,287 

' 39,213 

I 3,850 

I 35,363 
I 9,363 

j 26,000 

I 22,000 

; 48,000 

' 12,230 

! 35,750 

I 20,263 

£56,013 


Notes: 

(1) The charge for Taxation is the aggregate of the sums debited in respect of taxation in 
the Profit and Loss Accounts, £33,000, less £2,713 Income Tax included therein on the 
£7,000 Dividends from subsidiaries credited to A Ltd.’s Profit and Loss Account. 
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(2) The profits attributable to minority interests are; £ 

B Ltd. 25% of £7,000 . 1,750 

C Ltd. 20% of £10,500 . 2,100 


£3,850 

(3) The profits retained by subsidiaries attributable to the group are: 


Profit for year 


BLtd. 

£ 

7,000 

CLtd. 

£ 

10,500 


Less Dividends paid or proposed 

.. 

2,450 

3,063 




£4,550 

£7,437 


Amount attributable to A Ltd. 

75% 

£3,413 80% £5,950 

£9,363 

Balances brought forward - amounts 
A Ltd. . 

attributable to 

4,500 

6,40C 

10,900 

Balances carried forward .. 


£7,913 

£12,350 

£20,263 


By deducting the retained profit of £9,363 from the group profit for the year the consoli¬ 
dated Profit and Loss Account discloses how much of the consolidated profit for the financial 
year has been dealt with in the accounts of A Ltd., viz., £26,000. After adding the balance 
brought forward, and deducting the appropriations made by A Ltd., the resultant amount of 
£35,750 is the Profit and Loss Account balance appearing in A Ltd.’s Balance Sheet. By 
adding to this amount the total profits retained by subsidiaries (including the balances 
brought forward) the Profit and Loss Account balance appearing in the consolidated 
Balance Sheet is revealed. 

Alternatively, the requirements of Section 149 as to disclosure would be satisfied if the 
consolidated Profit and Loss Account were presented in the following form: 

Tradinu Profit for Year .. 

After chaining - Depreciation 

Directors' Remuneration 


Income from Quoted iNVEsrMSNTs .. 


Less Taxation 

Profit for Year after Taxation 
Less n-oportion applicable to Minority Interest 

Orouf Profit for Year; 

Retained by Subsidiaries .. 

Dealt with in Holding Company’s accounts .. 

Detktci Dividends (less tax) 

Unafprofriated Proftt for Year .. 

Add Balance brought forward from previous year 

Balance Carried Forward; 

RjOtained by SuliMdiaries 

Dedt with in Holding Company’s Accounts . 
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§7. General fllustration 

The following are the draft Profit and Loss Accounts for the year ended 31st March, 1963, 
and Balance Sheets as at that date, of A Ltd. and its two subsidiaries B Ltd. and C Ltd. 
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PRO FIT AND mss ACCOl^S 



A Ltd. 

BLtd. 

CLid. 


AUd. 

BLtd. 

CLtd. 


£ 

£ 

£ 


£ 

£ 

£ 

Directors’ Enroluments 

3,300 

750 

300 

Trading Profit 

24,340 

10.360 

6,380 

Debenture Interest .. 

600 


Dividends on Quoted Invest* 

Depreciation 

6,000 

1,300 

1,300 

ments 

1,440 

800 

700 

U.K. Taxation, based <» profit 

Interest on Debentures, in B Ltd. 

400 



for year: 




Dividend on Ordinary Shares in 




Imfits Tax 

4,000 

1,200 

1,000 

B Ltd. 

2,400 



Income Tax 

8,332 

3,290 

2,084 

Dividend on Shares in C Ltd.: 



Profit for year, after Taxation: 

Preference 

360 



c/d. 

7,023 

4,060 

2,213 

Ordinary 

Interest on Tax Reserve Certific- 

1,800 







cates 

113 

40 

17 


£30,833 

11,400 

7,297 

1 £30,833 

11,400 

7397 

Dividends less tax: 




Profit for year b/d. .. 

7,023 

4,060 

2313 

Preference Dividoid paid .. 



368 

Balance brought forward, Ist 

Ordinary Dividend proposed 

13,781 

2,430 

1,102 

April, 1^2 

12,000 

4,500 

3,000 

Balance carried forward 

3,242 

6,110 

5,743 



£19,023 

8,360 

7313 


£19,023 

8,360 

7,213 

- - - —... .. 

_ 

_ 

_ 

- --- —. 


- 



The consolidation adjustments are journalised as follows: 

JOURNAL 


(a) Goodwill ., .. .. .. .. .. .. Dr. 

To Ordinary Shares in B Ltd. 

„ Preference Shares in C Ltd. .. .. .. .. .. 

„ Ordinary Shares in C Ltd. 

„ Debentures in B Ltd. .. 

Cost of shares and debentures in subsidiaries. 


(6) Ordinary Share Capital, B Ltd. .. .. .. 

Preference Share Capital, C Ltd. 

Ordinary Share Capital, C Ltd. 

Debentures, B Ltd. 

To Goodwill 

Nominal value of shares and debentures in subsidiariea. 

. .. Dr. 

m e e • s 

s e a • e 

(c) General Reserve, B Ltd. - IKths x £8,000 .. .. .. 

Profit and Lott Account, B Ltd. - jifitns x £4,300 

To Goodwill .. .. ,. 

Pre>acquisition profits of B Ltd. applicable to A Ltd.’s holding. 

! !! 

Dr. 

id) General Reserve, C Ltd. ., 

Profit and Loss Account, C Ltd. 

To Goodwill 

Pre-aci]uiaition profits of C Ltd. applicable to A LtiL’s holding. 

• 

Dr. 

(e) Creditors A Ltd. 

B Ltd. .. 

To Debtors C Ltd. 

., ., A Ltd. 

Cancelling inter*company balances. 

• ■ • 

Dr. 

if) Debenture Interest, A Ltd. 

To Debenture Interest, B Ltd. 

Cancelling interest on debentures in B Ltd. held by A Ltd. 

. 

Dr. 

(g) Dividmd on Ordinary Shares in B Ltd. 

„ „ Preference Shares in C Ltd. 

„ „ Ordinary Shares in C Ltd. 

To Pieference DividendJC L^ (Aths x £3M) 

„ Ordinary Dividend, B Ltd. (^tbs X £2,450) . 

„ Ordinary Dividend, C Ltd. 

„ Taxation Account, A Ltd. (7s. 9d. in £ tm £4,360) 

Cancelling inter-company dividends in Profit and Loss Account. 

Dr. 

(A) Share Capitai, B Ltd. 

General Rcaera, B Ltd. (A x £8,000) 
n<ofit and Loss Account, B Ltd: 

Balance brought forward f A x £4300) 

Profit (br year (A X £4.0^ . 

To Minority uterast, B Lid. 

Share CairilnL reserves and profits ^qdicable to outside shareholders of B Ltd. 

. 

Or. 

'* 1 
'■ i 


N2 


£ 

66.12S 


12,000 

6,000 

6,000 

10,000 


4,800 

2,700 


3,000 

2,000 


700 

1,240 


400 


2,400 

360 

1,800 


8,000 

3,200 

1300 

1,624 


32,123 

8.000 

16.000 

10,000 


34,000 


7,500 


3,000 


700 


1,240 


400 


221 

1,470 

1,102 

1,767 


14,624 











































394 


BOOK-KEEPING AND ACCOUNTS 


(0 

(/) 


(*) 


Minority Interest, B Ltd. u ■ • 

To Ovidinary Dividend ,B Ltd. (^ths x £2,450) 

Proposed ordinary dividend payable to outside shareholders of B Ltd. 


Proposed Ordinary Dividend, B Ltd. .. • • Dr. 

To Dividend Receivable, B Ltd. 

Cancellation of inter-company balances re proposed ordinary dividend payable by B Ltd. to A Ltd. 


Minority Interest, C Ltd. ... .. Dr, 

To Preference Dividend, C Ltd. (rVths X £368} 

Preference dividend paid to outside shareholders of C Ltd. 


{/) Proposed Ordinary Dividend, C Ltd. .. Dr. 

To Dividend Receivable, C Ltd. 

Cancellation of inter-company balances re proposed Ordinary dividend payable by C Ltd. to A Ltd. 


(m) Preference Share Capital, C Ltd. .. Dr. 

Preference Dividend, C Ltd. (6% on £4,000, less tax) 

To Minority Interest, C Ltd. 

Share Capital and proAts applicable to outside shareholders of C Ltd. 


[Chap. IX 


£ 

980 

£ 

980 

1,470 

1,470 

147 

147 

1,102 

1,102 

4,000 

147 

4,i47 


The Goodwill Account will appear as follows: 


Ordiiuiry Shares in B Ltd. (a) 
Debentures in B Ltd. (a) 


Preference Shares in C Ltd. te) 
Ordinary Shares in C Ltd. (m 


GOODWILL 


£ , 
32,125 I 
10,000 I 

Share C:apital, B Ltd. (b) .. 

Debentures. B Ltd. (b) 

Pre-acquisition proAts (c) .. 

Balance Goodwill in B Ltd. 

£ 

12,000 
10,000 
7,500 
.. : 12,625 

£42,125 \ 

1 


' £42,125 

8,000 1 
16,000 

Preference Share. Capital C Ltd. (b) .. 
Ordinary Share. Capital C Ltd. (b) .. 
Pre-acquisition proAts (d) .. 

Balance — Goodwill in C Ltd. 

.. 1 6,000 
6,000 
5,000 
7,000 

£24,000 


£24,000 


Goodwill - £(12,625 4- 7,000) - £19,625. 


The figures appearing in the Consolidated Profit and Loss Account and Consolidated 
Balance Sheet are the combined figures appearing in the separate accounts, after effect has 
been given to the consolidating adjustments. Detailed workings are given hereunder. The 
italicised letters in brackets refer to the consolidated journal entries on pp. 393-4. 


WORKINGS 

PROFIT AND LOSS ACCOUNT 


(i) Trading ProAt .. 

Add Interest on Tax Reserve C^ertiAcates 

i A 

£ 

24,340 
j 115 

B 

£ £ 

10,560 

40 

C 

£ 

6,580 

Total 

£ 


£24,455 

£10.600 

£6,597 j 

41,652 

Lerr Expenses'. 

Directors' Emoluments 

Depreciation 

Debenture Interest 

Lfss Paid to A 

5,500 

6,000 

]! I 

750 

1,500 

600 
(/)400 
- 200 

j 

soo 

1.500 

1 

i 



£11,500 

£2,450 

£2,000 

15,950 

Income iVom Quoted Investments .. 

1 £1,440 

£800 

£700 

25,702 

2,940 



i 

£28,642 
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(ii) Income Tu 

Less Applicable to inler-company dividends 


Profits Tex 


(iii) Profit for year applicable to Minority Interests 

(iv) Group profit for year retained by subsidiaries: 

Profit per Profit and Loss Accounts 
Less Dividends paid thereout 

Retained profits.. 

Applicable to Group .. 

Dealt with in A's accounts (per Profit and Loss Account) 


(v) Balance brought forward: 

Per Profit and Loss Accounts 
Less Minority Interests 

Pre-acquisition profits 


(vi) Proposed Dividend 

(vii) Balance carried forward; 

Retained by Subsidiaries— 

Profit for year (per (iv) above) 
Brought forward (per (v) above) 


A Ltd. per Profit and Loss Account 


A 

£ 

8,332 
(8) 1.767 

1 B 

1 £ £ ' 

1 3,290 1 

C 

t 

2,084 

Total 

6.565 

4,000 

, 3.290 

1 1.200 

2,084 

1,000 

11,939 
6,200 

£10.565 

' £4,490 ' 

£3,084 

£18,139 


(6) £1,624 

(m) £147 1 

£1,771 


4,060 

; 2,450 ■ 

2.213 ' 
1.470 ' 



£1,610 




j;(ths £966 

£743 1 

1,709 

£7,023 



7,023 


1 

J 

£8,732 

12,000 

4,500 

(6) 1,800 
(r) 2,700 
- 4.500 1 

[ 

5,000 . 

(rf) 2,000 


£12,000 

— 

£3,000 

£15.000 


£13.781 I £13,781 


I 

£5.242 I 


966 I 
£966 ' 

I 


743 

3.000 


£3.743 


4,709 

5.242 


£9.951 


BALANCE SHEET 


(viii) Fixed Assets:— 

Goodwill per Balance Sheet .. 
re B 
re C 

(See Goodwill Account on p. 394) 
Freehold Premises 

Plant and Machinery {.less Depreciation) 


(ix) Current Assets:— 

Stock 

Debtors 

Less Inter-company debts 

Quoted Investments 
Tax Reserve Certificates 
Bank Balances 


(r) Revenue Reserves:— 

General Reserves (per Balance Sheets) 
Less Minority Interest .. 
Pre-acquisition Reserve 


Profit and Loss Account (see (vi) above) 


(xi) Future Income Tax 


A 

B 

C 

Total 

£ £ 

£ £ 

£ £ 


1 15,000 



15,000 

12.625 




1 7,000 



19,625 

i 34,625 



34,625 

25,000 

11,000 


36,000 

; 15,000 

11,500 

7,500 

34,000 

1 £74,625 

£22,500 

s 

iri 

£104,623 

18,295 

12,700 

6,465 

37,460 

20,000 

8,110 

7,725 


(e) 1.240 


(e)700 


18,760 


- 7,025 

33,895 

! 18,000 

7,500 

10,000 

35,500 

; 10,000 

4,000 

1,875 

13.875 

. 18,607 

I 

4,420 

3.204 

26,231 

i £83,662 

£36,730 

: £28,569 

£148,961 

24,000 

8,000 

8,000 



(h) 3,200 




(c) 4,800 

i id) 3,000 



- 8,000 

i 




! 5,000 


5,242 

966 

3.743 


£29.242 

£966 

1 £8,743 

£38,931 

£5,500 

£2,300 

£1,500 

£9,300 



} 
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(xii) 4% Debentures, B Ltd. .. 

Less held by A Ltd. .. .. 

.. 

A 

£ 

1 

; j 

B 

£ 

13,000 
(ft) 10,000 

£5,000 ; 

C ! 

£ j 

1 

rSl 

Total 

£ 

£3,000 

(xiii) Minority Intermt 

Less Dividends paid and proposed 


^ 1 

1 

(fi) 14,624 

S! NS 1 

£4,000 j 


.. 

1 

(1) 980 

£13,644 

£17,644 

(xiv) Trade Creditors 


6,076 

4,170 1 

3,424 i 


Less Inter-company debts 


(e) 700 

£5,376 

(e) 1,240 

£2,930 , 

£3,424 ! 

£11,730 

(xv) Current Taxation 

.. 

£4,000 

£1,200 

1 

£1,000 1 

£6,200 

(xvi) Proposed Dividend 

.. 

1 £13,781 

(/) 980 1 


£14,761 


Notes, 

(1) Since the debenture int«est paid by fi Ltd to A Ltd. has been debited gross in B Ltd.’s Profit and Loss Account and credited 
gross in A Ltd.'B Profit and Lw Account, the gross amount received can be cancelled out against the gross amount paid, without 
making any adjustment in the Income Tax Accounu. 

(2) The amount of the unrealised profit included in the value of the stock purchased by A Ltd. from B Ltd. is j^ths X £5,000 » 
£3,000. Provision for this amount has already been made by A Ltd. in its own accounts, before arriving at the trading profit and 
stock figures appearing therein. 


A LTD AND SUBSIDIARIES 
CONSOLIDATED PROFIT AND LOSS ACCOUNT 
FOR THE Year ended 31st March, 1963 


TKadino Profit for Yrar 
After charung; 
Directors' Emoluments 
Debenture Interest 
Depreciation 


Income from Quoted Investments 

Paonr for the year before Taxation 
Deduct United Kingdom Taxation baaed on income for year: 
Profits Tax 
Income Tax 


Proftt for the year after Taxation 
Deduct Profit for the year applicable to Minority Interests 

Group Profit for the year: 

Retained by Subsidiaries 
Dealt with in Accounts of A Ltd. 

Add Balance brought forward from previous year: 

A Ltd. 

Subsidiaries 


Profits available for Appropriation .. 

Deduct Proposed Ordinary Dividend payable to shareholders of A Ltd. 
IS per cent., less tax 


Balance carried forward; 
Retained Profits of Subsidiaries 
Dealt with in Accounts of A Ltd. 


£ 

£ 

23,702 

6,750 

200 

9,000 


£15,950 



X940 


28,642 

6,200 

1 11,939 

18,139 

1 

1 

10,503 

1,771 

! 1.709 

7.023 

8,732 


12,000 

3,000 

13,000 



23,732 


13,781 

4,709 

3,242 

£9,931 
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A LTD. AND SUBSIDIARIES 
CONSOUDATED BALANCE SHEET 


AS AT 31st March, 1963 


Share Cafital. Authorised. Issued and 
Fully Paid -130,000 Ordinary Shares of 
£1 each 

£ 

i| 

‘ 'i 

jl 

150,000 i 

Revenue Reserves 


38,931 . 

Amount SET ASIDE FOR Future Income Tax 


188,951 
9.300 1 

4 % Mortoaoe Debentures .. 


5.000 !i 

]j 

Mincmity Interest .. 


17,644 il 

Current DABtums: 

Trade Creditors 

Current Taxation 

Proposed Dividends, kss tax: 

Payable to Sbar^lders of 

A Ltd.£13,781 

Payable to Outside Share* 
holders of Subsidiaries .. 980 

11,730 

6,200 

■ 

14.761 

j 

j 


32.691 




1 

£233,586 | 


Fixed As»m; 

Goodwill, A Ltd. .. 

Add Excess of Cost of Shares and 
Debentures in Subtidiaries over 
net assets attribntable thereto.. 


Freehold Premises, at cost .. 
Plant and Machinery, at cost 
Lrss Provision for Depreciation 


Current Assets: 

Stock in Trade 
Debtors .. 

Quoted Investments 
Tax Reserve Certificates 
Bank Balances 


t I £ 
i 15,000 

19,«25 


34,625 
I 36.000 

! 43,000 I 

j-1 M.000 

! I 104 , 1 ^ 

37,460 i 
33,89.5 : 

> 33,500 I 
15,875 I 
26,231 I 


148,961 


£233,586 







CHAPTER X 


DEPARTMENTAL ACCOUNTS; BRANCH ACCOUNTS 
§ 1. Departmental Accounts 

In a business where there are two or more departments, it is very important that the 
accounting system shall be so devised as to enable the trading results of each depart¬ 
ment to be accurately ascertained as regards turnover and expenses, as well as profits. 

In order to obtain the desired particulars, separate records must be kept of the 
purchases and sales of each department. Stock of each department must be taken 
separately, and the expenses that can be allocated dir«;tly to any department must be 
charged thereto, other expenses being apportioned on some reasonable basis; for 
example, either in proportion to the turnover of each department, or (as in the case 
of rent) to the amount of floor space occupied, or in any other way which may be 
expedient in the circumstances. In order to allocate the purchases and sales correctly, 
either separate day books must be kept for each department, or columnar day books 
with a column for each department; otherwise the day books must be analysed. The 
first method is not always convenient, as it frequently involves a large number of 
duplicate entries, especially as regards purchases. 

Where the number of departments is small, it is convenient to use columnar forms 
of bought and sold day books, return books, etc., having a total column from which 
the posting is made to the personal accounts, and detail columns, the totals of which 
at the end of each month or other period are posted to their respective accounts in the 
impersonal ledger. 

It is important to note that stock must be taken for each department separately, 
and proper records kept of all transfers from one department to another. 

Where a mechanised accounting system has been installed the necessary analysis 
would be effected by the machines, as explained in Chapter XI. 

Illustration 

The following is Ihe trial balance of the Excelsior Trading Company Limited, on 31st 


Ordinary Share Capital 
Preference „ „ 

4% First Mortgage Debentures 
Stock 1st January, Dept. A 

Purchases, Dept. A 
„ B 

Wages, Dept. A 
w *. B 
Carriage and Freight 
Salaries 

Travelling Expenses 
Incidental „ 


Rates and Taxes 
Fuel, Light and Water 
Insurance 


Carried forsvard 


£ 


8,000 

3,000 

23,000 

13,000 

1,000 

300 

1.300 

750 

900 

130 

300 

120 

60 

£34^o' 


£ 

10,000 

3,000 

3,000 


£20,000 
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SalM Dept. A 


Sundry iiebtora 
Bilb Receivable 
Sundry Oediton 
Freehold Premiiea at cost 
Managing Director's Salary 
Directors^ Fees 
Stationery and Stamps 
Discounts 

Preference Dividend half-year to 30th June 
Debenture Interest half-year to 30th June 
Cash in Hand 
Balance at Bank 

Profit and Loss Account - Balance at 1st January 


Brought forward 


$4,280 1 

1 

20,000 

30,000 

20,000 

1 

9,000 1 
1,300 , 


4,000 

4,200 i 

1,000 


300 1 


170 


600 : 


ISO 


100 1 


100 ' 



3,000 

I 600 


: £74,600 ' £74,600 

Provide £500 for bad debts, and prepare departmental Trading and Profit and Loss 
Accounts (dividing the expenses betvireen the departments in proportion to tlie sales), and 
Balance Sheet at 31st December, The stock at 31st December was - Department A, £6,000; 
Department B, £2,800. The nominal capital of the company is £25,000, divided into I g^QOQ 
ordinary shares o f £Le ach. and J^OjOOO 6 per cent, cumulative preference shares of £1 each, 
and the shares issued are fully p^d. Ignore income tax. 


THE EXCELSIOR TRADING COMPANY, LIMITED 
Departmental Trading and Profit and Lom Accounts 



FOR THE Year ended 31st December 





Dept. A 

Dept. B 

Total 


1 

Dept. A 

Dept. B 

Toial 


£ 

£ 

£ 


' £ 

£ 

£ 

Stock .. 

8.000 

3,000 

11,000 

1 Sales. 

1 30,000 

20,000 

30,000 

Purchases 

23,000 

13,000 

38,000 1 Stock 

I 6,000 

2,800 

8,800 

Wages 

1,000 1 300 

1,300 

1 




Balance being Gross Prt^t 








c/d. 

4,000 

4,300 

8,300 

! 





£36,000 

£22,800 

£38,800 

I 

£36,000 

£22,800 

£38,800 

Maitaging Director's Salary 

600 

400 

1,000 

Gross Profit b/d. 

4,000 : 

4,300 

8,300 

Directors’ Fees 

300 

200 

300 

Balance, being Net Loss .. 

50 j 



Carriage and Freight 

900 

600 

1,300 





Salaries 

430 300 

730 





Travelling Expenses 

340 

360 

900 

1 


, 


Incidental Expenses 

90 

60 

150 1, 


1 


Rates and Taxes 

180 

120 

300 1 

1 

' 


Fuel, Light and Water .. 

72 

48 

120 


i 



Insurance 

36 

24 

60 


1 ' 



Stationery and Stamps .. 

102 

68 

170 





Discounts 

360 

240 

600 II 

1 

1 


Bad Debts Provision 

300 

200 

300 


' 

1 


Debenture Interest 

120 

80 

200 





Balance, being Net Profit 





i i 



carried forward 


1,600 

1.350 






£4,030 

£4,300 

£8,300 ; 


£4.030 ; 

£4,300 j 

£8,300 

. 

_ 





1 



THE EXCELSIOR TRADING COMPANY, LIMITED 

Balance Sheet as at 31st December 


Share Capital: 

Authorised— 

13,000 Ordinary Shares of £1 each.. 
10|P00 6% Cumulative Preference 
Shares or £1 each 

1 

£ 

13,000 
' 10,000 

1 £25,000 

£ 

! Fixed Assets: 

Freehold Premises at cost 

1 Current Assets; 

Stock 

Sundry Debtors 
tear Provision for Bad Debts 

£9.o66 

300 

* 

8.800 

£ 

4,200 

Issued and Fully Pidd Chvital: 

KLOOO Ordinary Shares of £1 each .. 
S,o0o Preference Shares of £1 each .. 

! 10,000 

1 3,000 


Bills Recdvable 
! Balance at Bank 

CashlnMand 

£3,000 

too 

l|300 

3,100 ! 



j 15,000 




21,900 



I 



Carried forward 

j £13,000 

1 


^ (Tarried forward 

1 

1 

£26,100 
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THE EXCELSIOR TRADING COMPANY, LIMITED 


Balance Sheet as at 31st December (continued) 


Brought forward 

Profit and Lon Account: 

Balance at lat January .. £600 

Add Profit for year .. I.SSO 

£ 

IS,000 

£ 

Brought forward 

£ 

£ 

26,100 

2.1S0 

Less Preference Share Dlvidenda 300 

1,850 

a^ 

ii 




4% 1st Mortgage Debentures .. 





Current Liabilities: 

Sundry Creditors .. 

Debenture Interest.. 

Provision for Final Dividend on Prefer* 
ence Shares 

4,000 

100 

130 

4,230 











£26,100 



£26,100 








In order to keep an adequate check on departmental stocks, and to ensure that all 
are fully accounted for, it is common for goods to be charged to the departments at 
selling prices, ascertained by adding a fixed percentage to cost price. For this purpose 
the following accounts are required in respect of each department: 

(fl) Stock Account; 

(b) ‘Mark-up’ Account. 

Goods entering a department are debited to the Stock Account at selling prices. 
Purchases Account being credited with the cost price and the Mark-up Account with 
the percentage added thereto. The proceeds of all sales are credited to the Stock 
Account, the balance of which, if the full selling pri^ has been realised on all sales, 
will represent the selling price pf the unsold stock.’Xt the balancing date the Mark-up 
Account is debited with the percentage added to cost in respect of such stock, and 
the balance will then be the actual gross profit realised, while the balance carried 
forward on the Stock Account, less the balance carried forward on the Mark-up 
Account will be the cost price of the stock. 

Where it becomes necessary to reduce selling prices, the amount by which the 
mark-up is written down must be credited to Stock Account and debited to the 
Mark-up Account, and the reduced mark-up must be allowed for in carrying forward 
the mark-up on unsold stock at the balancing date. 

The above accounts may be in memorandum form, or may, if desired, be in¬ 
corporated in the system of double entry. 

lUastmtion 

Service Stores Ltd. has a number of departments for each of which a memorandum stock 
account and a memorandum ‘mark-up’ account are kept. 

The following figures relate to department X: 

£ 

Stock on 1st January, at cost .. .. .. 16,800 

Purchases for year .. .. 92,100 

Sales .. .. 125,000 

Mark up - 33| per cent, of cost. 
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The stock on 1st January included goods which cost £4,500, the selling price of which 
had been marked down by £700. These goods were sold during the year at the reduced 
prices. During the year the selling price of goods which cost £27,000 was reduced to £35,100. 
Two-thirds of these goods were sold at the reduced prices and the remainder were in stock 
on 31st December. 

At the stocktaking on 31st December, it was found that goods which had cost £270 were 
missing from department X and it was decided to regard this amount as irrecoverable. 

The Stock Account and Mark-up Account for the year ended 31st December will appear 
as under: 


MEMORANDUM STOCK ACCOUNT 


Jan. 1 

Balance brought forward:— 

Cost 

Mark-up .. £3,600 

Lest: Mark-down .. 700 

£ 

16,800 

1 

£ 1 

' 

Dec. 31 

Sales 

Mark-down H x £27.000 

Less 

£ 

36,000 

33,100 

£ 

123,000 

900 


. 4^900 



Missing goocU:— 

Cost 

Mark-up 





21.700 i 

' 


270 

90 


Dec. 31 

Purchases - Cost 

Mark-up .. 

92.100 

30,700 


360 


122,800 1 


Stock carried forward— 

Cost (See Note I).. 

Mark-up (See Note 3) 






13,903 

4,333 

18,240 






£144,300 



; £144,300 

Jan. 1 

Balance brought forward 


18,240 





_ 

_ _ .. - - 



-- - 



- _ _ 


MEMORANDUM MARK-UP ACCOUNT 


Dec. 31 

1 

1 

stock Account - Mark-down .. 

„ Mark-up on missing goods 

BaJance - Mark-up on closing stock, 
carried forward 

Cross Proflt realized .. .. 

1 

1 

£ 

900 

90 

4,335 

30,275 

1 Jan. 1 

I Dec. 31 

1 

1 

Balance brought forward .. { 

Stock Account .. | 

1 

£ 

4.900 

30,700 


1 

£33,600 

1 


£33,600 




Jan. 1 

Balance brought forward 

4,333 

Notes: 

(1) Stock on 1st January 

Purchases 

, , 

a 

£ 

• a • • a 

• • ■ • • 

£ 

16,800 

92,100 


108,900 

Less Cost of Sales (see Note (2)) .. .. .. .. 94,725 

Cost of missing goods .. .. .. .. 270 

94,995 
£13,905 


Stock on 31st December, at cost 


• • 
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. Selling Cost Gross 

(2) Analysis of Sales: Price Price Profit 

(i) In opening stock at mark down prices: £ £ £ £ 

Cost .. .. 4,500 

Plus 33^ per cent. .. 1,500 


6,000 

Mark down 700 


(ii) From goods marked down during the year: 

5,300 4,500 

800 

Selling price - §rds x £35,100 

.. 23,400 


Cost price - ;^rds x £27,000 

18,000 

5,400 

(iii) Balance at full mark up prices 

.. 96,300 72,225 

24,075 

(Cost —75 per cent of sales) 


— 


£125,000 £94,725 

£30,275 

(3) Mark up on £13,905 at normal rate, 33^ per cent. 


£ 

4,635 

Less Mark down on unsold goods: Ha ^ £27,000 

- £35,100) - i X £900 .. 

300 


Effective mark up on Stock at 31st December .. .. £4,335 


§2. Branch Accounts 

The system of accounts to be employed by a concern having branch establishments 
must depend to a large extent upon the nature of the trade carried on and the form 
of organisation of the business, the principal aim being to impose an effective 
control over the branches and to ensure that all goods and cash passing through their 
hands are fully accounted for. 

For accounting purposes, branches may be divided into three classes, viz .: 

(1) Branches for which the whole of the accounting records are kept at the head 
office. 

(2) Branches which maintain separate accounting records. 

(3) Foreign Branches. 

§ 3. Branches for which the whole of the accounting records are kept at 
head office 

This system is recommended for use where the branches are, in effect, merely sales 
departments, receiving all the goods they deal in from the head office, to whom the 
branch managers must account therefor. The system is particularly suitable for retail 
branches, the whole or the bulk of whose sales are for cash. Where credit sales are 
permitted a personal ledger may be kept at the branch for credit customers, the head 
office maintaining a Total (or Control) Account for branch debtors which is written 
up in total from the branch manager’s returns. Wherever practicable, the whole of the 
cash takings and cash received by the branch from debtors should be remitted intact 
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to the head office daily by being paid into a local branch of the bank for the credit of 
head office account. TTie expense of the branch should be paid, as far as possible, by 
cheque from the head office, in whose books they will ^ debited to appropriate 
branch Expenses Accounts. Incidental expenses which have to be paid locally, in cash, 
may be dealt with through an imprest provided by head office, and replenished at 
regular intervals by a cheque for the actual amount of such expenditure, as shown by 
the branch manager’s returns. 

Where credit sales at the branch are considerable, it is sometimes expedient for the 
debtors’ accounts to be kept in the head office books, and for statements to be 
rendered by, and remittances made direct to, the head office. In such a case, each sale 
will be recorded at the branch in triplicate, one copy going to the customer as an 
invoice, the second being sent to the head office to be used as the posting medium, and 
the third being retained by the branch for reference. 

With regard to stock, where the nature of the goods renders it possible, quantity 
stock accounts should be maintained at the head office of all goods sent to, and sales 
made by the branch. These accounts will operate as a perpetual inventory by means 
of which the quantity of each of the various lines of goods in hand at the branch can 
be checked and discrepancies enquired into. Where, owing to the nature of the goods, 
it is not possible to maintain quantity stock accounts, goods should, if practicable, 
be charged out to the branch either at actual selling price, or at cost price plus a fixed 
percentage. This will enable a check to be imposed on the branch dealings, as will 
be shown hereunder. 

(a) Where Goods are charged to Branches at actual selling prices 
The principal aim in formulating a system of accounts for a concern having a number 
of branches, such as retail shops, all of which sell the same lines of goods at fixed 
selling prices, is to provide an adequate check on the branch managers and staffs, so 
as to ensure that all goods and cash passing through their hands are fully accounted 
for. This can most effectively be done, where the nature of the business permits it, by 
charging out all goods at the actual prices at which they are to be sold by the branches. 
In cases where the selling prices of all goods are ascertained by adding the same 
percentage to cost price, the system described in § 3 (c) of this chapter should be 
employed. Where, however, it is not possible to adopt a fixed gross profit percentage 
for all goods (c.g., where they consist of proprietory lines, the selling prices of which 
are fixed by the manufacturers; or where the market conditions in relation to certain 
lines of goods render it necessary to offer them at more competitive prices than others) 
a system analogous to that now to be described should be adopted. 

AH goods should be purchased through a central buying department at the head 
office, from which they should be issued to the branches on requisitions from the 
managers, or in accordance with directions given by the sales manager. In cases where 
it is expedient to empower a branch manager to requisition supplies of goods direct 
from manufacturers or wholesalers copies of the orders given should be sent by the 
manager to the head office, and the goods should be invoiced by the suppliers to the 
head office, by whom they should then be charged out to the branch. 
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All goods charged by h^d office to a branch should be invoiced at the selling prices 
fixed by head office. 

In the head office books the following accounts should be kept in respect of each 
branch: 

(1) Branch Stock Account; (2) Goods sent to Branch Account; 

(3)Expense Accounts; (4) Total Debtors Account: 
the last account being required only where the branch is permitted to sell goods on 
credit. 

Analysis books or loose leaf records must be maintained in which the day-to-day 
transactions of the branches will be entered and from which the periodical totals to 
be posted to the ledger accounts relating to each branch will be obtained. 

Branch Stock Account will be debited and Goods sent to Branch Account credited 
with the total selling price of all goods sent to the branch. Goods returned by the 
branch to head office will be credited to Branch Stock Account and debited to Goods 
sent to Branch Account. Any transfers of goods from one branch to another should 
be credit^ to the Branch Stock Accoimt of the transferor branch and debited to the 
Branch Stock Account of the transferee branch. (Alternatively they may be recorded 
as having been returned to head office by the transferor branch and reissued by head 
office to the transferee branch.) All these transactions would be recorded at selling 
price. 

Preferably, all cash received by the branch, both in respect of cash sales and from 
debtors, should be paid intact into a local branch of the bank for the credit of head 
office, the branch expenses being discharged by head office, either by cheque direct, or 
through a branch cash float provided by head office and maintained on the imprest 
system. 

The branch manager should be required to forward to head office at weekly or 
other intervals returns giving particulars of goods received from and returned to head 
office, cash and credit sales, cash received from debtors, exp^es, cash bank^, etc. 
and showing the figures of stock, debtors and cash in hand at the end of the period. 
From these particulars the necessary entries can be made in the statistical records 
relating to the branch, from which postings to the ledger accounts can be made 
periodically. 

A form of a branch manager’s weekly return suitable for use by a concern operating 
a chain of retail shops is given on the next page. 

The total amount received by the branch in respect of cash sales, and the total of the 
credit sales at the branch will be credited to the Branch Stock Account, Cash and 
Total Debtors Accounts respectively being debited. The Total Debtors Account will 
be crated with cash received from and discounts allowed to debtors during the 
period,and with bad debts written off, so that the balance of this accountwill represent 
the amount of the book debts at the end of die period. Branch rapenses will be debited 
to the appropriate nominal accounts. 



BRANCH RETURN FOR WEEK ENDED 



Signature of Manager. 
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Having been debited with the total of the goods sent to the branch and credited 
with sales and goods returned to head office, all at selling prices, the Branch Stock 
Account should disclose a balance representing the closing stock of the branch at 
selling prices, and this should be credited to the accbunt and carried forward to the 
debit of the account for the next period. The stock figure must be reconciled with the 
actual stock taken, any difference being traced to its origin and the requisite adjust¬ 
ment made or, if immaterial in amount, written off to Goods sent to Branch Account. 

Where the above system is adopted, it will not be possible to ascertain from the 
books, without special calculation, the exact profit or loss of the branch, owing to the 
fact that the goods are charged out at selling prices which do not include a fixed 
percentage of profit, but this disadvantage is more than counterbalanced by the very 
material benefit obtained from being able to prove the correctness of the stock, and 
consequently also of the cash. Moreover, in businesses of this nature the rate of gross 
profit earned by each branch may usually be taken to be the same as that earned by the 
business as a whole, as revealed by the Trading Account, and consequently, so long 
as the turnover of the branch is known, a reliable estimate of the result of trading can 
easily be made. 

The issue of goods by the head office to the branch does not constitute a sale, but 
is merely a change of location of stock within the business. The goods are accordingly 
credited, in the first instance, not to Sales Account, but to a Goods sent to Branch 
Account. If the whole of the goods were sold by the branch at the prices at which they 
were invoiced, the amount credited to this account could, at the end of the accounting 
period, be transferred to the credit of Sales Account. If, however, as will usually be 
the case, some of the goods remain unsold, the selling price of such unsold stock must 
be deleted from the Goods sent to Branch Account, by being debited thereto and 
carried down to the credit of the account to form an opening balance in the new 
period. The balance of the Goods sent to Branch Account wall then represent the 
sales actually effected by the branch, and may be transferred to Sales Account. The 
amount of the unsold stock carried forward to the credit of that account is in the 
nature of a reserve for the amount of stock brought down as a debit in the Branch 
Stock Account. When preparing the final accounts, therefore, the balances carried 
forward on the Branch Stock Account and the Goods sent to Branch Account will 
cancel each other out, and can thus be eliminated from the accounts as a whole. (In 
effect, these entries are the same as if the unsold stock had been returned to the head 
office on the last day of the accounting period, and reissued by the head office to the 
branch on the first day of the new period.) The branch stock may then be valued at 
cost, or under, and included in the stock figure which is credited to Trading Account 
and debited to General Stock Account. 

/^ostration (1) 

“^Messrs. J. Foster & Co. have a head office which acts as a distributing centre to their two 
branches, where all sales are made. All purchases are made by the head office, and goods are 
charged out to the branches at selling price. All expenses (except petty expenses which are 
provided for by imprest from head office) are paid by the head office, where the books are 
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kept, except the sales ledgers, which are kept at the branches. The head office, however, k«:ps 
Total Debtors Accounts in respect of these. On taking stock at Branch A at selling price, it 
was found that the actual stock was short by £12 compared with the balance of the Stock 
Account. In the same way the actual stock at Branch B was greater by £7 than the balance 
on their Stock Account. It was decided to write off these differences. 

From the particulars given, write up the Branch Accounts in the head office books, and 
prepare Trading and Profit and Loss Accounts for the year ended 3ist E>eceniber, and 
Balance Sheet as at that date. 


Head Office Branch A 


Branch B 


Stock at lit January at Selling Price .. 

Goods sent to Branches 
Net Credit Sates .. 

Cash Sales 

Goods Returned to Head Office 
Allowances off Selling Price.. 

Debtors at 1st January 
Cash received aom Debtors 
Discounts allowed to Debtors 
Bad Debts 

Stock at 1st January, at Cost, at Head Office and Branches 
Ditto 31st Decembw 
Purchases 
Salaries .. 

Trade Expenses 

Rent, Rates and Taxes .. .. 

Depreciation .. 

Discounts Received 
Creditors .. 

J. Foster, Capital Account .. 

„ Drawing Account 
Leas^old Premises 
Fixtures and Fittings 
Cash at Bank 
Petty Cash 


£ 


7,600 

6,900 

13,621 

1,020 

420 

349 

650 

264 

2,432 

14,942 

5,140 

5,200 

3,120 

1,640 

22 


£ 

£ 

2,000 

1,400 

15,000 

10,000 

9,820 

6,390 

5,150 

. 3,321 

200 

120 

118 

76 

750 

340 

9,615 

6,192 

160 

107 

105 

41 


620 

490 

115 

76 

325 

190 


IB 10 


STOCK ACCOUNT, BRANCH A 


Jan. 1 
Dec. 31 

Balance - Stock b/f. 

Goods from Head Office .. 

2,000 

15,000 

; Dec. 31 

i 

j 

i 

Net Credit Sales .. 

Cash Sales 

Returns to Head Office 

Allowances off Selling Price 

Difference in Stock 

Balance - Stock c/d. 

9,820 

3,150 

200 

118 

12 

1,700 



£17,000 

1 

1 


£17,000 

Jan. 1 

Balance - Stock b/d. 

1,700 

1 

1 

1 




STOCK ACCOUNT, BRANCH B 


Jan. 1 
Dec. 31 

Balance - Stock b/f. 

Goods from Head Office .. 

Difference in Stock 

£ 

1,400 

10,000 

7 

Dec. 31 

Net Credit Sales .. 

Cash Sales 

Returns to Head Office 

Allowances off Selling Price 

Balance - Stock c/d. 

£ 

6,390 

3,321 

120 

76 

1,500 



£11,407 



£11,407 

Jan. 1 

Balance - Stock b/d. 

1,500 





TOTAL DEBTORS ACCOUNT, BRANCH A 


Jan. 1 

Balance b/f. .. .. 

£ 

750 

Dec. 31 

Guh an ea •• 

£ 

Dec. 31 

Net Oredit Sales .. .. 

9,820 


Discounts 

160 


£10,570 


Bad Debts 

Balance c/d. 

105 

690 

£10,570 

Jan. 1 

Balance b/d 

690 

1 

1 
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TOTAL DEBTORS ACCOUNT, BRANCH B 


Ju. 1 
Dw. 31 


Ju. I 


BalatiM bit. 

Net Credit Sales 


Balance b/d. 


340 Dec. 31 
6.390 


Cash 
Discounts 
Bad Debts 
Balance c/d. 



£ 


6.1M 


107 


41 


390 


£6,930 

I 


GOODS SENT TO BRANCH A ACCOUNT 



I 


Returns from Bruch 

£ 

200 

Ju. 1 Baluce - Stock Suspense b/f. 

Allowances off Selling Price 

118 

Dec. 31 Goods to Bruch .. 

Difference in Stock 

12 


Trusfer to Sales Account 

14,970 


Baluce - Stock Suspense c/d. 

1,700 



£17,000 

i 



Ju. 1 j Baluce - Stock Suspuse b/d. 

J 


GOODS SENT TO BRANCH B ACCOUNT 


£17,000 

1,700 


Dee. 31 ' Returns from Bruch 

Allowances off Selling Price 
I Transfer to Sales Account 

! Balance - Stock Suspense c/d. 


120 ! Ju. 1 Balance - Stock Suspuse b/f. 

76 I Dec. 31 Ooods to Branch .. 

L711 I Difference in Stock 


i Ju. 1 


Baluce - Stock Suspense b/d. 


£11,407 

1,300 


Stock .. 
Purchases 
Gross ProSt c/d. 


TRADING AND PROFIT AND LOSS ACCOUNT 

FOR IDE Year ended 3I8t December 


Sales: 
Branch A 
Branch B 


£31,381 


£31,381 


Salaries; 

Head Office 
Brudi A 
Bruch B 

Trade Expenses: 

Head Office 
Bruch A 

Branch B ,, 

Rut, Rates and Taxes; 

Hwd Office 
Branch A 
Branch B 

Discounts Allowed; 

Branch A 
Branch B 

Bad Debts: 

Branch A 
Brandt B 

Depreciation 

Balance, being Net Profit carried to 
Capltu Account 


3,936 


Gross Profit b/d. .. 
Discounts Received 


£ 10 , 6 » 
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1. Foster. Cvltai Accmmt: 
Btlance at Itt Janaary 
AdaPtoat 


L*u Drawinas 
Sundry Ciediton 


BALANCE SHEET as at 31st December 


j £ 

1 

I 14,942 

1 S,9S6 

£ 

;l 

.j Fixed Aiscts; 

1 Leaiebold Pmniiee 

1 Fixture* and Fittinai 

i 20,898 

1 3,140 

j 

13,738 

2A32 

1 Current Aisets: 
j Stock 

Sundry Debtor* t 
, Branch A 

1 Branch B 

1 

1 

t 


! Cash: 

At Bank 
! In Hana: 

Head Office .. 
Branch A .. 

1 Branch B 

1 

1 

£18,190 

J 

Jl 

i 


i! 


t 

S 

•• 



6,900 

.. ! 690 

1 

.. 1 390 

1 

• 

1*280 j 

' 1,640 

1 

t 


£22 

18 

10 


f 

8,320 


9,870 


£18,190 


If desired, the gross profit of each branch can be ascertained by apportioning the 
gross profit disclosed by the Trading Account between the branches on the basis of 
their respective turnovers. Thus, in the above illustration, the gross profit of £10,360 
would be apportioned as to = £6,284 to Branch A, and .";Vhi = £4,076 to Branch 

B. The net profit of each branch could then be found by deducting the expenses 
relating to that branch from its gross profit. 

In the above illustration, the shortages in the branch stocks are immaterial, and 
can probably be attributed to normal causes, such as evaporation, loss in weight, 
breaking bulk, clerical errors, etc. In such circumstances the differences would be 
written off by crediting the Branch Stock Account and debiting the Goods sent to 
Branch Account, thereby reducing the figure of branch sales. Where, however, the 
difference is large, and irregularities are suspected, their origin must be investigated 
and appropriate adjustments made. If, for example, a shortage is found to be due to 
the misappropriation of cash takings, the full amount of the difference should be 
credited to the Branch Stock Account and debited to Profit and Loss Account. The 
goods having been sold, the gross profit thereon has been earned, and the amount of 
the gross profit disclosed by the Trading Account should not, therefore, be reduced. 
The misappropriation of cash, however, represents a loss after the earning of the 
gross profit, and must be debited to Profit and Loss Account. 

If the difference on the Branch Stock Account is found to be due to the pilferage or 
destruction of stock, the correct adjustment is to eliminate the selling price of the 
goods from the accounts by crediting the Branch Stock Account and debiting the 
Goods sent to Branch Account therewith, as if the goods had been returned by the 
branch to the head office. The cost price of the goods lost must then be cr^ited to 
Trading Account (or Purchases Account) and debited to Profit and Loss Account. In 
this case, since the goods were never sold the gross profit has not been earned, and the 
true measure of the loss to the business is the cost of thegoods, which must accordingly 
be taken out of the Trading Account and debited to Profit and Loss Account. 

In some cases it may be inexpedient for the branch expenses to be paid by the head 
office, and the branch manager may be permitted to pay expenses incurred locally out 
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of his cash takings, and to make periodical remittances to the head office of the 
balance of cash remaining in his hands, or of round sums, instead of paying the whole 
of his takings into the bank for the credit of head office. Where this is done, instead 
of being credited with the total sales, the Branch Account will be credited with the 
remittances made to the head office and the expenses paid by the branch. The balance 
of the Branch Slock Account will then represent the unsold stock at the branch,valued 
at selling price, plus any balance of cash takings not yet remitted to the head office. 
Where credit sales are small, and it is not considered necessary to maintain a Total 
Debtors Account for the branch in the head office books, the balance of the Branch 
Stock Account may also include the total of any outstanding debts owing by branch 
customers at the date of balancing the accounts. 


Illustration (2) 

Piddington & Co. carry on a retail business in London, and have a suburban branch to which 
all goods are supplied by head office and invoiced at selling prices. The branch manager pays 
all the branch expenses out of takings and makes remittances periodically to the head office. 
No accounts are kept in the head office books of branch debtors and cash. 

From the following information, show the accounts in the head office books recording the 
branch transactions, and prepare a Trading and Profit and Loss Account of the business for 
the year ended 31st December. 


Extracts from branch returns to head office: 
Goods invoiced from head office 
Remittances to head office 
Expenses paid: 

Rent 

Rates and Insurance 
Wages .. 

Lighting and Heating 
General Expenses 
Cash in hand (31st December) 
Debtors „ „ 

Stock 

Extracts from head office books: 

Rent 

Rates and Insurance 
Salaries and Wages 
Heating and Lighting 
General Expenses .. 

Carriage Outwards .. 

Travelling Expenses 
Discounts 

Stock at cost (1st January) 
Purchases .. 

Sales 

Branch Account (1st January) 

Cash 

Debtors.. 

Stock 


£ 

6,696 

5,250 

400 

120 

650 

50 

72 

64 

130 

750 (cost £508) 
£ 

1,000 

320 

5,400 

120 

742 

563 

748 

450 

3,247 

36,214 

45,402 


£93 

157 

540 


790 
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Head office stock at 31st December was valued at £3,625. 

The following provisions are to be made: 

Depreciation: Head office £100 Branch £20 
Bad debts „ £250 „ £10 

The branch is to be charged with £400 for management expenses. 


JBn. I 


Balance b/f.: 
Cosh 
Debtors.. 
Stock 


Dec. 31 Goods from Head OfSce 


BRANCH STOCK ACCOUNT 

£ £ ! 


Cash from Branch 


Expenses: 

Rent 


400 

Rates and Insurance 


120 

Wages .. 


630 

Lighting and Heating 
General Expenses 


30 

72 

Balance c/d.: 



Cash 


64 

Debtors . 


' 130 

Stock 


750 


Jan. I 


Balance bid.: 
Cash 
Debtors.. 
Stock 


GOODS SENT TO BRANCH ACCOUNT 


Dec. 31 


Trading Account: 

Sales .. 

Balance c/d.: 
Stock 


Jan. 1 ' Stock b/d. 

I 6,486 Dec. 31 j Branch Account: 

I Goods to Branch 

.. I 730 


i 6,696 

t_ 

! £7,236 


I Jan. 1 Stock b/d. 


TRADING AND PROFIT AND LOSS ACCOUNT 

FOR THE Year ended 31st December 


Stock, 1st January 
Purchases 

Gross Profit (apportioned on basis of 
Sales): 

Head Office 
Branch 


Rent 

Rates and Insurance 
Salarlet and Wages 
Heating and Ligating 
Qenerd Expenses ., 
Canlan Outwards 
Travelling Expenses 
Discounts 

Provision for Bad Debts 
Depreciation 
Management Expenses 
Net Profit 


I £14,490 
I 2,070 


16,560 

£56,021 


Head 

Office 

! Branch 

Towl . 

i £ 

£ 

£ 

1,000 

' 400 

1,400 

1 320 , 

; 120 

440 . 

! 3,400 1 

1 650 

6,030 : 

120 i 

30 

170 

1 742 j 

72 

814 [ 

363 


363 1 

748 [ 


748 ^ 

430 


430 |: 
260 

230 ! 

10 1 

' 100; 

20 

120 li 

; 1 

400 

;l 

1 1 

348 

3,545 !• 

'i 


Sales - Head Office 
Branch 

Stock, 31st December: 
Head Office 
Branch 


Gross Profit bid. 
Management Expenses 
charged to Branch 


£ I 
45,402 
6,486 ' 


4,133 

£56,021 


I Head ' | 

I Office I Branch i Total 

I £ £ I £ 

{ 14,490 2,070 I 16,560 


£14,890 


£16,360 


I £14,890 ! £2,070 £16,360 


I 
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Note 

The branch cash and debtors brought down in the Branch Account appear in the Balance 
Sheet under their appropriate headings. The branch stock, however, is brought down in the 
the Branch Account at selling price. This is cancelled out against the credit balance of a 
similar amount carried down in the Goods sent to Branch Account. The cost of the branch 
stock, VIZ., £508, is then credited to Trading Account and debited to General Stock Account 
as part of which it appears in the Balance Sheet. 

Where goods are transferred from one branch to another, the simplest method of 
recording the transaction is to treat the goods as having been returned to the head 
office by the transferor branch and issued from the head office to the transferee 
branch. If, however, only one ‘Goods sent to Branches Account’ is kept for all 
branches, a transfer can be journalised, crediting the transferor branch and debiting 
the transferee branch, at selling price, unless another agreed price has to be adopted, 
in which case any difference between such price and the price at which the goods were 
invoice to the transferor branch by head office must be transferred to the Goods 
sent to Branches Account. 

(b) When Goods are charged to Branches at cost price 

In some businesses it is impracticable to work on the method just described, either 
because the stock is of a perishable nature, or by reason of the fact that selling prices 
are subject to considerable fluctuation. In such cases the goods will normally be 
charged out at cost. As a result, it will not be possible, in the head office books, to 
keep a Branch Stock Account which can be reconciled by including the closing stock, 
but, on the other hand, all the necessary material will be provided for the preparation 
of a proper Trading Account for the branch, the opening and closing stocks being 
taken at cost price, and the goods sent to the branch being charged out at cost price. 
The cash and credit sales will be ascertained in a similar manner to that described 
under the first described system, as also will all the other items. 

Although, when goods are charged out at cost, the exact result of the trading can 
be ascertained, it is apparent that the check imposed by the selling price system is not 
available, and consequently it may be advantageous to maintain stock records for 
each branch compiled monthly in the following manner 

The opening stock will be taken, and to it will be added the purchases. From the 
total thus obtained, the sales will be deducted. The gross profit, estimated at the 
average rate, will then be added, and the result will represent the estimated cost price 
of the stock on hand. By a comparison of these monthly figures it can be seen whether 
the stock fluctuates, and if there is reason to suspect any irregularity the actual stock 
can be taken without previous notice to the manager. It must be remembered, how¬ 
ever, that this arrangement forms no part of the double entry book-keeping, and is 
merely in the nature of a periodical test check. 
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Dhistratifni (1) 

BRANCH A. MONTHLY STOCK ACCOUNTS - January TO June 


>penitis Stock 
Add Puichoaes 

Less Sales .. 

Add Oross Profit 25 y, on Sales 
Estimated Closing Slock 


! Jan. 


£ 

1,400 

200 

£ 

1,223 

230 

i 6 1 

i ‘IS 

1,600 

1,473 

i 1.323 

soo 

400 

; 420 

1,100 

1,073 

1,103 

123 

1 

too 

103 

£1,223 

£1,173 

£1,210 i 


niustration (2) 

Goods are charged out from the head office of a company to its branches at cost price. Cash 
received at the branches is remitted to head office daily. All expenses are paid by the head 
office. From the following particulars, prepare Profit and Loss Account of the X Branch for 
the year ended 31st December. 


Goods sent to branch, less Returns 
Stock, 1st January ., 

Cash received from branch .. 
Stock, 31st December 
Debtors, 1st January 
Debtors, 31st December 
Rent, rates and taxes 
Wages and sundry expenses .. 


£ 

4,070 

690 

6,200 

740 

75 

89 

160 

340 


BRANCH TRADING AND PROFIT AND LOSS ACCOUNT 
FOR Year ended 31st December 


Stock, lit January .. 
Ooods lyom Head Otfice 


Less Stock, Jlst December 
Grou Profit c/d. 


4,070 ;! 


I £ 

I 6.214 


Rent, Raiea and Taxes 
WagM and Sundry Expenses 
Net Profit of Branch carried to General Profit and 
Low Account .. 


1,694 |j 
£2.194 


Gross Profit b/d. .. 


BRANCH TOTAL DEBTORS AND CASH SALES 


Dec. 31 Cash 

Debtors c/f. 
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GOODS SENT TO BRANCH ACCOUNT 


Dec. 31 

Head Office; Purchases Account 

i £ 

4,070 

Dec. 31 

Branch Stock Account 



1 

1 

i 

i 
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BRANCH STOCK ACCOUNT 


Jan. 1 
Dec. 31 

^ ' 1 
1 

Balance b/f. 

1 Coods sent to Branch Account 

1 £ ii 

1 690 l| 

1 4.070 j 

1 

Dec. 31 1 Bafamce, being Stock in hand c/r. 

Branch Trading Account, coit of lales 

£ 

740 

1 4.020 


1 

1 

1 £4,760 

1 

£4,760 

Jan. 1 j 

Babnce c/f. .. 

740 ' 

i 

■ i : 



It will be observed that under this system the Branch Sales and gross profit are not 
incorporated in the General Trading Account, as in the system described in § 3 (a), but a 
separate Trading Account is prepared for the branch. Goods from head office are debited to 
Branch Stock Account and credited to Goods sent to Branch Accotmt, the Branch Stock 
Account being closed by transfer to the Branch Trading Account, and the goods sent to 
Branch Account by transfer to the Head Office Purchases Account. The Head Office 
Trading Account is thus relieved completely of the cost of the goods sent to the branch, 
which arc fully accounted for in the Branch Trading Account. The closing stock of the 
branch, at cost, instead of being included in the closing stock of the business credited to 
general Trading Account and carried forward in the general Stock Account, is carried 
forward in the Branch Stock Account, and the amount so carried forward will provide the 
Balance Sheet figure for this item. 

(c) Where Goods charged to Branches at cost price plus a fixed percentage 
As previously explained, when the selling prices of goods sent to branches can be 
predetermined without difficulty, all goods should be invoiced at those prices in order 
to obtain a check upon the stock and cash at the branches. Where it is not practicable 
to adopt a fixed gross profit percentage for all goods, the system described in §3 (a) 
of this chapter should be used. In some cases, however, the nature of the business is 
such that the selling prices of all goods can be fixed by adding the same percentage to 
cost. In others, although the selling prices of particular lines of goods may be subject 
to fluctuation, experience may show that on the turnover as a whole a certain average 
percentage of gross profit may be expected. In such cases, it may be practicable to 
charge out all goods to branches at cost price plus a fixed percentage. The advantages 
of such a system are that in addition to providing a reasonably reliable check upon the 
stock and cash at the branch, since a record is available of the cost as well as the selling 
price of the goods the gross profit earned by each branch is disclosed by the 
accounts. 

Under this system, in addition to the Branch Stock Account and the Goods sent to 
Branch Account, a Branch Stock Adjustment Accoimt is maintained for each branch, 
to which account the amount of the loading’ added to the cost of the goods sent to 
the branch is credited, and from which the actual gross profit of the branch can be 
ascertained. The entries in the accounts are as follows: 

(1) Goods sent to branches are debited to the Branch Stock Account at the full 

invoicedprice^ Goods sent to Branch Account being credited with the cost price and 
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Branch Stock Adjustment Account (or ‘Mark-up Account’) with the profit per¬ 
centage add^ to cost. These entries are reversed in respect of goods returned by 
the branch to head office. 

(2) Cash and credit sales are credited to Branch Stock Account, Cash and Total 
Debtors Account respectively being debited. 

(3) At the close of the accounting period the stock on hand at the branch, valued at the 
price at which it was invoiced, is credited to the Branch Stock Account and carried 
forward to form the opening entry in that account in the new period. At the same 
time, the amount of the profit loading (or ‘mark-up’) included in such value is 
debited to the Branch Stock Adjustment Account and carried down to the credit of 
that account to form the opening entry in the new period. 

(4) Assuming no difference to be disclosed in the Branch Stock Account after the 
invoiced price of the closing stock has been credited thereto, the balance remaining 
on the Branch Stock Adjustment Account should now represent the actual gross 
profit realised by the branch, since this account has been credited with the profit 
percentage added to cost on all goods sent to the branch, and debited with the 
profit percentage on such of those goods as have not been sold. This balance 
should be transferred from the Branch Stock Adjustment Account to the credit of 
the Branch Profit and Loss Account. 

(5) For Balance Sheet purposes, the credit balance carried forward in the Branch 
Stock Adjustment Account will be set off against the debit balance carried forward 
in the Branch Stock Account to give the cost price of the stock on hand at the 
branch. 

(6) The Goods sent to Branch Account, which has been credited with the cost price of 
the goods issued to the branch, will be closed by transfer to head office Purchases 
Account, thus relieving the Head Office Trading Account of the charge for these 
goods, which have been fully accounted for in the Branch Stock Account and the 
Adjustment Account. 

(7) Any difference disclosed in the Branch Stock Account after the closing stock has 
been credited thereto, if reasonable in amount, may be regarded as the margin 
of error in computing the percentage to be added to cost, and should be transferred 
to the Adjustment Account before transferring the balance thereof to Profit and 
Loss Account. Differences beyond a reasonable limit should be investigated. 


niustratioii (1) 

A company charges out goods to its branches at cost, plus 25 per cent. From the following 
particulars show the accounts of the branch in the head office books, indicating the actual 
profit made by the branch. ^ 

Goods sent to branch 12,000 


Goods returned to head office 
Sales 

Stock at commencement 
Stock at close 


1,000 

10,400 

1,500 

2,120 
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BRANCH STOCK ACCOUNT 


Stock b/r. . 

Goods firoin Head Office 

A^ustnient Account, Apparent Profit 

£ 

1,500 

12,000 

20 

Sales 

! Returns to Head Office 

Stock c/d. 

•• 


£ 

10,400 

1,000 

2,120 


£13,320 

1 



£13,520 

Balance - Stock b/d. 

1 

2,120 

1 






BRANCH STOCK ADJUSTMENT ACCOUNT 


25% ott cost of Returns 

23 % on cost price of Stock c/d. 

Front and Loss Account, gross profit 


£ 


£ 

200 

Balance 23 % on coat price of stock, b/f. 

300 

424 

25 % on cost of goods transferred 

2,400 

2,096 

Branch Stock Account 

20 

£2,720 


£2,720 


Balance b/d. 

424 


GOODS SENT TO BRANCH ACCOUNT 


Branch Stock Account - Cost of Returns 
Trading Account .. 


£ 

800 I 
8,800 ! 

£9,600 


Branch Stock Account, cost of goods sent to branch 


£ 

9,600 


£9,600 


Notes: 

(1) The credit balance carried down on the Branch Stock Adjustment Account of £424 will 
be deducted from the debit balance of £2,120 on the Branch Stock Account, to give the 
cost price of the stock for Balance Sheet purposes, v/z., £1,696. 

(2) The gross profit oi^£2,096 is the balancing item on the Branch Stock Adjustment Account, 
after debiting the gross profit not earned, viz., the addition to cost price on the goods 
returned to head office and the unsold stock. 

As already stated, if a difference of unreasonable dimensions is disclosed in the Branch 
Stock Account, the cause must be investigated, and suitable adjusting entries made to give 
effect to it. Where, for example, the difference is found to be caused by the loss of goods (e.g., 
by destruction or theft), since the goods were never sold the gross profit on them has never 
been earned; the profit percentage added to the cost in respect thereof must therefore be 
debited to the Branch Stock Adjustment Account, and the cost price, being the amount of the 
loss actually sustained, to Profit and Loss Account (or, if the risk is covered by insurance, 
to the Insurance Claim Account). Where, however, the difference is attributable to mis¬ 
appropriation of the cash proceeds of goods sold, no debit should be made to Branch Stock 
Adjustment Account, since the gross profit has been earned, and both the cost of the goods 
and the realised profit have been lost. The full invoice price of the goods should in this case 
be written off to Profit and Loss Account 

Dlustration (2) 

Goods are charged to branch at cost plus 20 per cent., and a shortage of £748 on the Branch 
Stock Account is found to be due to: 

(1) Theft of Goods, £348. 

(2) Theft of Cash, £400. 
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BRANCH STOCK ACCOUNT 


Sundries (invoice price of goods 
per cent.) 


Balance b/d. 


cost plus 20 


12,000 I 


! £12,000 ,1 

' ■ ■'I- . ■ ■ .^1 

2,400 |l 


Sales 

Goods stolen; 

Profit and Loss Account.. 

Branch Adjnstntent Account 

Cash stolen - Profit and Loss Account 
Stock c/d. 



£ 

• • 

8,852 

£290 


38 



348 


400 

•• 

2,400 


£12,000 


BRANCH ADJUSTMENT ACCOUNT 


Branch Stock Account 16:1 per cent, on £348 
Goods stolen 

Profit and Loss Account - Gross Profit 
Balance c/d. - being 16ii per cent, on £2,400 Stock 



38 ll 
1.342 i 
400 :! 


£2,000 ii 


Branch Stock Account (20 per cent, on £10,000) 


£ 

2,000 


, £ 2.000 

Balance b/d. 400 


Purchases Account.. 


GCX)DS SENT TO BRANCHES ACCOUNT 


i £ 

.. 1 10,000 ; 

!. Ml... I 'i 


Branch Stock Account (cost of goods invoiced at ! 

£12,000) .. .. .. I 10.000 

I 


BRANCH PROFIT AND LOSS ACCOUNT 


Branch Stock Account 
Cost of goods stolen 
Cash stolen 


£ 

I Branch Adjustment Account: 
290 Gross Profit of Bianch .. 

400 ! 


£ 

1,342 


An alternative method of dealing with the position where goods are charged out at 
cost plus a fixed percentage, is to rule the Branch Stock Account with two columns, 
one to record the invoice price of the goods, and the other their cost price. The entries 
in the invoice price columns form no part of the double entry, but are memoranda 
only, their purpose being to provide a check upon the stock. Where this system is 
adopted a Branch Stock Adjustment Account is not required, but the Branch Stock 
Account is maintained as if the goods were charged out at cost. 


Dlustration (3) 

A Ltd. invoices its branch at cost, plus ?3J %. From the following particulars prepare the 
Branch Stock Account as it would appear in the head office books: 


£ 

Stock at commencement, at invoice price .. 3,000 

Stock at close, at invoice price .. 2,400 

Goods sent to branch during the year, at invoice price ., 20,000 

Credit sales .. .. .. .. 1,000 

Returns to head office, at invoice price .. .. 1,000 

Cash sales.. .. .. .. 18,000 

Invoice value of goods pilivred .. .. .. 200 

Normal loss due to vrastage and deterioration of stock .. 300 
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BRANCH STOCK ACCOUNT 



Invoice 

Price 

(memo) 

-- 

r ■ . . 

1 

1 

Invoice 

Price 

(memo) 


Stock b/f. 

Goods Hom Head Office .. 

Gross Profit transfened to Profit and 
Loss Account 

£ 

3,000 

20,000 

£ 

2,230 ' 
13,000 

4,430 

' Branch Total Debtors Arcount: 

Credit Sales 

Returns to Head Office 

Cash Sales 

Pilfetage Account - Loss by theft . . 
Wastage and Deterioration 

Apimrent Loss 

Stock c/d. 

£ 

1,000 
1,000 
18,000 J 
200^ 
300 
100 
2,400 

£ 

1,000 • 

* 730 

18,000 ' 
130 

^ L800 


£23,000 

£21,700 


£23,000 

£21,700 

Stock b/d. 

2,400 

1,800 





Note: 

It will be seen that no amount is extended into the outer column in respect of the 
normal wastage and the further small difference on the invoice columns, the loss in respect 
of these items being automatically reflected in the gross profit, the amount of which has teen 
arrived at after crediting the accoimt with the cost price of the actual stock on hand, in which 
these items are not included. Where, however, a difference on the invoice columns is found to 
be due to irregularities, adjusting entries will be necessary. If, for example the £300 repre¬ 
sented the invoice price of goods lost or destroyed, the cost price thereof, viz. £200, should be 
credited in the outer column of the Branch Stock Account and debited to Profit and Loss 
Account. If the whole of the £300 represented loss of cash, the full amount should be extended 
into the outer column and debited to Profit and Loss Account, as this would be the measure 
of the loss sustained. 


Illustration (4) 

R Ltd. own two retail shops, all goods being supplied from a main store at head office at 
cost plus 50 per cent, which is the selling price. 

Cash takings are paid in daily to the bank to the credit of head office and all payments 
are made by head office. Only a small credit trade is done at the branches. 

The following information is extracted from the books at head office and the branch 
returns for the year ended 31st December, 19... 




Head 

Branch Branch 



Office 

^A 

B 



£ 

£ 

£ 

Stock, 31st December 


6,040 



Stock at selling price, 1st January, 



3,000 

6,000 

Goods sent to branches at selling price 



10,800 

19,500 

Purchases 


.. 21,240 



Cash Sales paid into Bank 



9,960 

20,610 

Credit Sales 



750 

600 

Debtors, 1st January 



500 

400 

Cash received from Debtors (paid into Bank) 



850 

700 

Trade Creditors, 1st January 


.. 4,000 



„ „ 31st December .. 


4,500 



Bank Balance, 1st January 


3,500 



Expenses paid .. 


1,500 

1,870 

4,190 

Sundry Assets, 1st January 


., 10,000 

8,000 

7,000 

Capital 


.. 32,500 



Profit and Loss Account, 1st January - Credit Balance 

3,900 
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During the year Branch A had sent to Branch B goods to the value of £720 at selling price. 
On stocktaking at 31st December, the Stock Account of Branch A showed a deficiency of 
£150, and that of Branch B a surplus of £90 at selling prices. 

The head office expenses are to be apportioned equally between the two branches. 

You are required to prepare: 

(1) Cash Account for the year. 

(2) Stock Account of each branch (in columnar form) in the head office books. 

(3) Total Debtors Account for each branch. 

(4) Profit and Loss Account for each branch. 

(5) Balance Sheet at 31st December. 




CASH ACCOUNT 





£ 



£ 

Jtn. 1 

BalanM b/f. 

. 3,500 

Dec. 31 Expenses: 



Dec. 31 

Branch A: 


Head Office 

a • , a 

1,300 


Cash Sales 

. 9,960 

Branch A 


1,870 


Debtors 

830 

,. B 

a a 1 a 

4,190 


Branch B: 

1 

Ciediton 

4 a a a 

20,740 


Cash Sales 

. 20,610 i 

Balance c/f. 

a a < • 

7,320 


Debtors 

.. , 700 ; 

, 





1 



£33,630 



£35,620 ; 




Jan. 1 

Balaiue b/d. 

1 

.' 7,320 . 

i ; 

1 





TOTAL DEBTORS ACCOUNTS 




■ 

* I 

1 Branch A; Branch B 


1 Branch A 

BtanchB 



, ^ i ^ 

i 

£ 

£ 

Jan. 1 

Balances, b/f. 

' 300 1 aoo 

I Dec. 31 ' Cash .. 

830 

700 

Dec. 31 

Credit Sales 

730 ! 600 

1 Balances b/f. 

1 1 

400 

300 



1 £1,230 1 £1,000 

1 1 

Jl 

I £1,230 

£1,000 

Jan. 1 

Balances b/d. 

a a 1 400 ! 300 

\ 

' 

, 

j 

1 




BRANCH STOCK ACCOUNTS 






Branch A 

Branch B 

1 i 

Branch A 

Branch B 



Invoke 


Invoice 


1 

Invoice 


Invoice 




Price 

Dr. 

Price 

Dr. 

' 

Price 

Cr. 

Price 

Cr. 



£ 

£ 

£ 

£ 


£ 

£ 

£ 

£ 

Jan. 1 

Balance b/f... 

3,000 

2,000 

6,000 

4,000 

Dec. 31 Cash Sales .. 


9,960 

20,610 

30,610 

Dec.3l 

Goods liromH.O. 

10,800 

7,200 

19,300 

13,000 

Credit Sales .. 

730 

750 

600 

600 


Tiansiers 

a^ 


720 

480 

Transfers 

720 

480 

—• 

— 


Surplus 

a... 


90 


Deficiency ,. 

130 

— 

— 

— 


Gross Broitt 





1 Stock c/f. 

2,220 

1,480 

3,100 

3,400 


carried to Profit 





i 






and Loss Ac¬ 





1 






count 


3,470 

— 

7,130 

1 






£ 

13,800 

12,670 

26,310 ; 24,610 


13,800 

12,670 

26,310 

24,610 









. .. 


. 


Note 

The entries in the ‘Invoice Price’ columns are merely memoranda. The profit and loss in 
respect of the surplus and deficiency in the closing stocks at the branch are automatically 
reflected in the gross profit, as the amounts entered in the ‘credit* columns in respect, of 
closing stock are the adjust^ stock figures, reduced to cost. 
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PROFIT AND LOSS ACCOUNTS 
FOR Year ended 31st December 



Branch A 

Branch B'! 


1 

Branch A BranchB 

Expenses 

Head Office Expenses 

Net Profit, to General Profit and Loss 
Account 

£ 

1,870 

730 

830 

£ 

4.190 
750 

2.190 

Gross Profit from Stock Accounts .. 

£ 

3,470 

£ 

7,130 


£3,470 

£7,130 




£3,470 

£7,130 









BALANCE SHEET, 31st December 






1 

1 

1 


1 H.O. 1 

A. 

1 B. 

Total 

Capital 

Profit and Loss Account: 

Balance 1st July .. 

Net Profit for year: 

Branch A 

.. B . 

Trade Creditors 

j 

1 3*900 

i 850 

I 2.190 

32.500 I 

1 

i 

i 

6,940 
4,500 ' 

SundryAssets 

Stock 

Debtors 

Bank Balance 

10,000 j 

j 6,040 ; 

, 7,320 j 

1 

1 1 

8,000 

1,480 

400 

i 7,000 
3,400 
300 

j 

1 

23,000 

10,920 

700 

7,320 


! 

£43,940 1 


1 £23,360 1 

£9,880 

i £10,700 

£43,940 


§ 4. Branches which maintain separate accounting records 

In the case of branches where, on account of their distance from the head office, or 
for some other good reason, it is considered expedient to keep complete financial 
records at the branch, the following system should be employed: 

There will be an account in the branch books called ‘Head Office Current Account’ 
(or ‘Head Office Account’) and in the head office books there will be a corresponding 
account called ‘Branch Current Account’ (or ‘Branch Account’). All remittances of 
cash and transfers of goods, etc. to or from the head office, or other transactions 
between the head office and the branch will be passed through these accounts, either 
in detail or in total, at convenient intervals. In the branch books the Head Office 
Account can be regarded as the Capital Account of the branch, and consequently, if 
the assets in the branch books exceed the liabilities, the Head Office Account will 
show a credit balance. In the head office books the Branch Account will, in the same 
way, reveal a debit balance representing the excess of assets over liabilities at the 
branch. 

At the end of each accounting period, the balance of tlie Piofit and Loss Account 
in the books of the branch will be transferred to the Head Office Account, and the 
Branch Balance Sheet will then disclose the assets and the liabilities at the branch, 
and the balance due to or from the head office. 

The head office, on receiving these accounts, will incorporate the profit at the 
branch in its own books by debiting the Branch Account and crediting Profit and 
Loss Account with the amount thereof. Assuming no other adjustments to be neces¬ 
sary, it will then be found that the balance on the Branch Account in the head office 
books agrees with the balance on the Head Office Account in the branch books. The 
head office and branch Balance Sheets can now be amalgamated, the various assets 
and liabilities being aggregated together under their respective headings, while the 
Current Account balances, being contra items, are eliminated. 
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Illustration (1) 

The following are the trial balances of the head office and Leeds branch, respectively, of a 
business at 31st December. Prepare summarised amalgamated Balance Sheet and show the 
Leeds Current Account in the head office books. 


Heuil 

DEBIT BALANCES Office Leeds 





i. 

£ 

Goodwill 



5,000 


Stock 



6.500 

3,200 

Debtors 



7,300 

4,100 

Cash at Bank 



2.100 

520 

Plant and Machinery .. 



4,300 

1,700 

Leeds Current Account 1st Jan. 



6.380 


Goods sent to Leeds 



1,500 


Cash sent to London .. 




2,000 




£33,080 

£11,520 

CREDIT BALANCES 





Share Capital - Authorised and Issued 21,000 Shares of £1 



each, fully paid 



. 21,000 


Profit and Lx)ss Account - Balance at Ist Jan. 



: 530 


.. ,. .. Profit for year 



6,200 

1,900 

Creditors 



i 3,100 

1,600 

Provision for Rad Debts 



250 

140 

Goods received from London 




1,500 

Cash received from Leeds 



2,000 

1 

Head Office Current Account 1st Jan. 




6,380 




' £33,080 

£11,520 


LEEDS CURRENT ACCOUNT IN HEAD OFFICE BOOKS 


Jan. 1 
Dec. 31 


Jan. 


Balance b/f. 

Goods .. 

Profit and Loss Account: 
Pr^t 


Balance b/d. 


6,380 I Dec. 31 ^ Cash 
1,500 Glance c/d. 

i| 

1,900 


£9,780 


7.780 II 


£ 

2,000 

7,7*0 


£9,780 


BALANCE SHEET as at 31st December 


Share Capital Authorised and Issued: 
21,000 Shares of £l each, fully paid 

Profit and Loss Account: 

Balance at 1st Jan. 

Add n»fit for year .. 


Sundry Creditors: 
Head Office 
Leeds 


530 

8,100 


3,100 

1,600 


29,630 

4,700 


£34,330 ii 


! Fixed Assets: 


£ 

■'£ 


1 


' Goodwill 

1 Plant and Machinery; 


1 

4,300 

5,000 

Head Office 



Leeds 


! 1.700 

6,000 1 

Current Assets: 


1 


1 Stock: 


: 

; 

1 Head Office 


6,500 


Leeds 


3,200 

] 

! 


9,700 ! 

Sundry Debtors: 


i 

. 

1 Head Office 

£7,300 

1 


1 Less Provision 

250 


i 

1 


i 7,050 

1 

! 

i Leeds 

4,100 


Lgss Provision 

140 

■ 



.. 

j 3.960 

\ j 

11,010 ' 

' 1 

Cash; 


1 

Head Office 

• • • 

i 2,100 

1 1 

Leeds 

. 

1 520 

2.620 ' 

f '■ ■ : 

1 1 



1 

\ 

1 

{ 


i 

1 

1 

; 


J 11,000 


23,330 

£34,330 
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It will be seen that the Leeds Current Account is represented in the Balance Sheet by the 
net assets of the branch, viz.: 

£ 

Plant and Machinery 1,700 

Stock .. .. 3,200 

Debtors ,. .. .. 3,960 

Cash .. .. .. .. 520 

9,380 

Less Creditors .. .. 1,600 


£7,780 


Where, as frequently happens, cash or goods are in transit between the head office 
and the branches, or between one branch and another, at the date of the Balance 
Sheet, the balances of the relative Current Accounts will not agree, since the entries 
relating to the value in transit will have been made in one set of books, and not in the 
other. Before preparing the final accounts, therefore, adjustments are necessary in 
respect of these items. Where the cash or goods are in transit between a branch and 
its head office (i.e., either from or to the head office), the adjustment in respect thereof 
will normally be made in the books of the head office, by crediting the Branch 
Account and debiting Cash or Goods in Transit Account with the amount in transit. 
Alternatively, the amount can be carried down as a separate balance in the Branch 
Account to form an opening entry in the new period. In this manner the balance of 
the Branch Accoimt in the head office books is reconciled with that appearing on the 
Head Office Account in the branch books, and no adjusting entries in the latter books 
are required. 

Where the value in transit is betw^n one branch and another, it is advisable for the 
adjustment to be made in the books of the transferor branch by crediting the account 
of the transferee branch and debiting a Cash or Goods in Transit Account, or carrying 
the amount down as a separate balance. 


Illustration (2) 

A company has its head ofiice in London, and branches at Liverpool and Sheffield. The 
following are the separate Balance Sheets on 31st December: 


LONDON 


Shuv Ctpiul: 

100.000 Shani of £1 Mchndlyiwid .. 

Creditors 

Liverpool Current Account (sfter debiting £100 
Cush remitted on 31st December, end reedved at 
Liverpool on Ist January) 

Profit and Lots Account; 

Balance at 1st Jan. .. £1,750 

Add Profit for year 9,250 


I Stock .* .. *. .. .. 

100,000 Ddrtors 

fi,000 Sheffield Current Account (after debiting £300 Stock 
returned to Sheffldd on 31tt December, and 
received at Shefiield on 3rd January) .. 

390 Cash at Bank 


11.000 


£ 

36,230 

42,500 


27,140 

11,500 


£117,390 


£117,390 
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LIVERPOOL 


Oreditorc 

Bank Overdraft 

Sheffleld Current Account (after debiting £130 Sto^ 
lent to Sheffield 3lit Oecember and received at 
Sheffield on 3rd January) 

£ 

j 1.730 
! 4.000 

i 

!| 

1 Stock . 

' Debcoti 

Head Office Current Account (after debiting £75 
{! Stock tent to London Jut Oenmber and laMved 

1 at Loudon on 2nd January) 

£ 

3,505 

1,750 

565 


i £5,820 

i| 

£5,830 

.. .. . 

r i: 

SHEFFIELD 


Creditor! 

Head Office Current Account Ufter debiting £500 
caih lent to Head Office 31it December and 
received at London lit January) 

£ 

5.050 

. 26,340 

Plant and Machinery .. 

Stock .. .. I 

Debtor* 

Liverpool Current Account 

' Caib at Bank .. , 

£ 

20,470 

5,200 

3,250 

220 

2,230 


: £31,390 


£31,390 

The profit and loss balances at the branches have been adjusted. 


Make the further adjustments necessary, and prepare aggregate Balance Sheet as at 31st 
December. 

HEAD OFFICE BOOKS 


LIVERPOOL CURRENT ACCOUNT 


Balance c/d. 

£ 

565 

• 

j 

Balance b/f. .! 

Stcwk in traniit .. .. .. 1 

(^b in traniit .. .. 

£ 

390 

75 

100 


£365 


£565 


• 

Balance b/d. .. .. .. .. I 

563 

SHEFFIELD CURRENT ACCOUNT 


Balance b/f. 

£ 

27,140 

Caih in traniit 

Stock in traniit 

Balance c/d. 

£ 

500 

300 

26,340 


£27,140 1 


£27,140 

Balance b/d. 

26,340 1 




CASH IN TRANSIT 


I £ |l 

Liverpool Cunenji Account 100 

Shemldd Current Account .. 500 i 

I 


Liverpool Cuirent Account 
Shefneld Curtent Account .. 


STOCK IN TRANSIT 




LIVERPOOL BOOKS 
SHEFHELD CURRENT ACCOUNT 


I Balence b/f. 

I Stock la tranilt 


STOCK IN TRANSIT 





£ 

70 

ISO 


Sbefliekl Cumnt Account .. 
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HEAD OFFICE CURRENT ACCOUNT 

r!.. ! 

S65 I 


SHEFFIELD BOOKS 
HEAD OFFICE CURRENT ACCOUNT 


Balance b/f. 



Balance b/f. 


LIVERPOOL CURRENT ACCOUNT 



£ 

220 


£ 

26,340 


BALANCE SHEET as at 31sr December 



& 


Authorised and Issued Share Capital: 
100,000 Shares of £1 each fully paid.. 


100,000 1 

1 

Profit and Loss Account: 

Balance at Ist Jan. 

Add Profit for year 

1,750 

9,250 

1 

11,000 

Creditors: 

London 

Liverpool .. 

Sheffield .. 

6,000 

1 1.750 
; 5,050 

111,000 

12,800 ' 
4,000 ! 

Bank Overdraft: 

Liverpool .. 

1 


1 

£127,800 


Fixed Assets— 

Plant and Machinery 

Current Assets: 

Stock: 

London 
Liverpool 
Sheffield .. 

Stock in transit 

Debtors: 

London .. 
Liverpool 
Sheffield .. 

Cash at Bank: 
London .. 
Sheffield .. 

Cash in transit 


£ 

£ 

36,250 

3,505 

5,200 

525 

4SA80 

42,500 

1,750 

3,250 

47.500 

! 11,500 
2,250 
600 

14,350 

. 


£ 

20,470 


107,330 


; £127,800 


In, some cases it is more convenient to keep the accounts for fixed assets of the 
branch, such as land, buildings, plant and machinery, etc., in the head office books 
rather than in the branch books. If this is done, the branch should be charged 
with depreciation on these assets, the Head Office Account in the branch books 
being credited, and Depreciation Account debited with the amount thereof. In 
the head office books the Provision for Depreciation Account will be credited and the 
Branch Current Account debited with the amount of the depreciation. The trans¬ 
action is equivalent to a transfer of value from the head office to the branch, which, in 
the head office books, must be charged to the branch and credited to the account 
giving the value, and in the branch books must be credited to the head office and 
debited to the account receiving the value. 

In combining the final accounts of a business where there are only one or two 
branches, it is frequently found convenient to show the accounts in columnar form, 
columns being provided for the head office, for each branch, and for the total figures. 
When this is done, care should be taken to see that the amount of sales from the 
head office to branches, and the amount of purchases by branches from head office, 
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together with any similar transactions as between the branches themselves, are not 
extended into the total column, otherwise the total figures will be unduly swollen by 
the inclusion of transactions which merely represent internal transfers and have no 
relation to the actual turnover. If the Balance Sheet is in columnar form, it will be 
necessary to include the balances of the Current Accounts between the head office and 
branches in the columns to which they relate, in order that the totals of these columns 
shall agree, but these Current Account balances must not be extended, since they 
represent the net assets or liabilities at the branches, which have already been included 
in the total columns. 

When inter-branch transactions occur, each branch must have a Current Account 
for the branch with which the transactions are effected, and these accounts must be 
agreed at the end of each period in the same manner as the Current Accounts between 
the head office and branches. 

Illustration (3) 

A, B, and C are partners in a firm having separate businesses in London, Edinburgh, and 
Dublin. A manages in London, and receives two-lhirds of the profits there, the balance 
being shared equally between B and C. B manages in Edinburgh, and receives half of the 
profits there, the balance being shared equally between A and C. C manages in Dublin, and 
receives one-third of the profits there, the balance being shared equally between A and B. 
The Capital Account of each partner is kept in the books of his branch. Each branch from 
time to time buys from and sells to the other branches at agreed rates sufficient to give the 
selling branch a reasonable profit on the handling of the goods, and such transactions have 
been adjusted through the Current Accounts. 

From the following Trial Balances of the respective branches, prepare Columnar Trading 
and Profit and Loss Account for the year ended 31st December, and Columnar Balance 
Sheet as at that date. It is agreed that the special legal expenses incurred in London shall be 
borne by the three branches equally. Show the Current Accounts and Partners’ Capital 
Accounts in the books of each branch. Interest on capital to be charged at 5 per cent, per 
annum, but no interest on drawings. Provide depreciation on plant and machinery at 10 
per cent, per annum. Closing stocks: London, £14,000; Edinburgh, £11,500; Dublin, 
£7,500. 


TRIAL BALANCES, 31st December 


Debit Balances l London I Edinburgh i Dublin Credit Balances London . Edinburgh | Dublin 



£ 

£ 

£ 

I 

! 

£ 

£ 

£ 

Stock 1st lanuary 

IS.OOO 

10,000 

7,000 

Sales 

57,000 

39,000 

25,000 

Purchases 

40,000 

25,000 

12,000 

i Do. Interaal 

7,000 

2,500 

1,500 

Do. Internal 

1,000 

4,000 

6,000 

1 Creditors 

16,800 

7,000 

7,600 

Wages 

5,000 

3,500 

2,500 

Current Accounts: 




Trade Expenses 

4,900 

2,900 

1,550 

London 


3,000 

2,000 

S^Mcial Legal Expenses .. 

600 

7,000 

4,000 

3,000 

Dublin 

Capital Accounts: 


1,000 


Debtors 

17,800 

8,600 

6,550 

A. 

20,000 



Current Accounts; 




B .. 


8,000 


Edinburgh .. 

3.000 


1,000 

C .. 



5,000 

Dublin 

2,000 







Cosh. 

2,500 

1,500 

500 





Drawing Accounts: 








A. 

2,000 







B .. 


1,000 






C. 



1,000 






£100,800 

£60,500 

£41,100 


£100,800 

£60,500 

£41,100 










02 
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GENERAL TRADING AND PROFIT AND LOSS ACCOUNT 

FOR THE Year ended 31st December 
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Stock Ut Jan. 
Purcbaies 
Do. Internal 
Wages .. 

Gross Profit c/d. 


Trade Eiyxnses .. 
Special Legal Ex¬ 
penses 

D^ieciation 
Interest on Capital 
Net Profit c/d. .. 


London 

Edin¬ 

burgh 

£ 

13,000 

40,000 

1,000 

3,000 

17,000 

£ 

10.000 

23,000 

4,000 

3,300 

10,300 

£78,000 

£33,000 

4,900 

200 

700 

1,000 

10,200 

2,900 

200 

400 

400 

6,600 

£17,000 

£10,300 

6,800 

1,700 

1,700 

1,630 

3,300 

1,630 

£10,200 

£6,600 




200 I 600 

300 ! 1,400 


Balance b/d. 


l.ondon 

1 

Edin¬ 

burgh 

£ 

57,000 

7,000 

14,000 

£ 

39,000 

2,300 

11,500 

! £78,000 

£33,000 

17,000 

10,300 

£17,000 

£10,300 

10,200 

6,600 

£10,200 

£6,600 



LONDON BOOKS 
A CAPITAL ACCOUNT 


Drawings 
Balance c/d. 


! £30.830 


Balance b/f. 

e e • 

! 20,000 

Interest on Capital 

Profit and Lost Account: 

. 

1 1.000 

London Profit .. 

a s a 

> 6,800 

Edinbuigb Profit 

Dublin Profit 

■ as 

1,650 


1,400 
; £30,850 

Baiance b/d. 

. 

28,830 


EDINBURGH CURRENT ACCOUNT 


Balance b/f. 

A, Edinburgh Profit 
Law Oiarges 


Profit and Loss Account: 

London Profit, B 
Balance c/d. 


Balance b/d. 


DUBLIN CURRENT ACCOUNT 


Balance b/f. 

A. Dublin Profit 
Law Cbarges 


Profit and Losa Account: 

London Profit. C 
Balance c/d. 
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EDINBURGH BOOKS 
B CAPITAL ACCOUNT 


Drawings 
Balance c/d. 



LONDON CURRENT ACCOUNT 


I £ ' £ 

B. London Profit .. .. .. .. ' 1,700 . Balance b/f. .. .. .. ■. , 3,000 

Balance c/d. 3,1S0 Law Charges . I 200 

Profit and Lou Account: 

Edinburgh Profit, A .. .. i 1,630 

£4,830 > . £4,830 


Balance b/d. 3,tS0 


B, Dublin Profit 
Balance c/d. 


DUBLIN CURRENT ACCOUNT 

I 

£ £ 
1,400 BaUnceb/f. .. .. 1,000 

1,230 I Profit and Lon Account: 

I Edinburgh Profit, C .. 1.630 

£2.630 £2,650 

Balance b/d. 1,250 


DUBLIN BOOKS 
C CAPITAL ACCOUNT 


Drawings 
Balance c/d. 


£ 

I 1,000 ; Balance b/r. 

I 9,000 I interest on Capital 

I Profit and Lou Account; 

Dublin Profit .. 
London Profit .. 
i I Edinburgh Profit 

I £10,000 , 



Balance b/d. .. .. .. 9,000 


LONDON CURRENT ACCOUNT 


C, London Profit .. 
Balance c/d. 



I 


. 1 1.900 
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Balance b/f. 

C, Edinburgh Profit 


Balance b/d. 


A, B AND C 

BALANCE SHEET as at 3 1st December 

London' Edin- , Dublin | Total .1 
j I burgh I I 

£ ( £ £ : £ ^ 

Creditors .. .. 16,800 ! 7,000 ^ 7,600 | 31,400 V Plant 

Currait Accounts: | Stuck 

London .. 3, ISO \ 1,900 |i Debtors 

Dublin .. > 1,250 ! l' Current Accounts: 

Capital Accounts: I Edinburgh 

A .. .. ' 28,850 , ' 28,850 ! Dublin .. 

B .. ..I 13,800! : 13,800 {Cash* 

C .. ..1 9.000 9,000 

I-- 

: £45,650 {£25,200 | £18,500 £83,050 :> 


Note 

It will be observed that A’s Capital Account, which appears in the London books, is credited 
with A’s share of the Edinburgh and the Dublin profits, the Edinburgh and Dublin Current 
Accounts in the London books being debited. By these entries, the Edinburgh and Dublin 
branches become indebted to London for the London partner’s share of their profits. The 
corresponding entries in the branch books are a credit to the London Current Account and 
a debit to Profit and Loss Account. 

Similar entries are made in the respective books to record the fact that each of the branch 
partners is entitled to a share of the profits of the head office and of the other brancli. 

It will sometimes be found that although the branch keeps a complete set of books, 
the Capital and Current Accounts of the resident partner, as well as the fixed asset 
accounts of the branch, are kept in the head office books. Since no entries can be made 
direct from one set of books to another, all payments by the branch which have to be 
debited to accounts in the head office books, and vice versa, must be passed through 
the Current Accounts. 

Illustration (4) 

P and Q carry on a retail business in partnership. The business comprises two shops, one 
at London managed by P, and the other at Birmingham managed by Q. Each shop keeps 
complete double-entry books working up to a Profit and Loss Account, but accounts relating 
to capital and fixed assets are all kept in the London books. 

Each partner takes half the net working profit of the shop he manages and the balance of 
revenue is divided between P and Q in the ratio of 3 to 2. No interest is allowed on the 
partners’ capital, drawing or current accounts, but each shop is charged by way of rent with 
an amount equal to S per cent, on the book value of the shop buildings, this amount being 
credited to General Profit and Loss Account as interest. 


London > 

1 

Edin¬ 

burgh 

Dublin 

Total 

_ 

£ 

3.600 
11,500 

8.600 

£ 

2,700 

7,500 

6,550 

£ 

12,600 

33,000 

32,950 

3,150 
1,900 
2,500 ! 

I 

1,500 

1,250 

500 

4,500 

£45,650 1 £25,200 

£18,500 

£83,050 


EDINBURGH CURRENT ACCOUNT 

i ,| I 

£ j' I £ 

1,000,' Profit and Lon Account: 

1,650 >! Dublin Profit. B .. .. .. 1.400 

I Balance c/d. .. .. .. 1,250 

I £2,650 !j ! £2,650 

' 1,250 j' ' 
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The following were the trial balances extracted from the two sets of books as on 31st 
December, 19... 

London Birmingham 



Dr. 

Cr. 

Dr. 

Cr. 


£ 

£ 

£ 

£ 

P - Capital Account .. 


35,000 



Current Account, 1st January 


1,351 



Drawings 

4,200 




Q - Capital Account .. 


19,000 



Current Account, 1st January 


708 



Drawings 



2,700 


Freehold Buildings: 





London 

.. 16,000 




Birmingham 

10,500 




Fixtures and Fittings, 1st January: 





London 

1,660 




Birmingham 

1,380 




Fixtures and Fittings added during year 



70 


Stock-in-Trade, 1st January 

.. 10,510 


8,305 


Purchases, less Returns 

.. 25,251 


6,028 


Sales, less Returns 


25,480 


18,310 

Bought Ledger Balances 

12 

615 


261 

Sales Ledger Balances 

4,070 

48 

2,862 

17 

Salaries and Wages ., 

1,806 


1,266 


Sundry Trade Expenses 

1,533 


1,146 


Expenses accrued 


107 


62 

Birmingham Current Account, 1st January 

.. 11,997 




London Current Account, 1st January .. 




11,997 

Remittances during year 


7,850 

7,950 


Cash at Bank and in Hand 

1.240 


320 



£90,159 

£90,159 

£30,647 

£30,647 


Stocks on hand on 31st December were valued as follows: London, £12,330, Birmingham, 
£6,720. 

During the year goods valued in all at £5,350 (at cost) had been forwarded by London to 
Birmingham, no entry in respect of these having been made in the books. 

The discrepancy between the Remittances Accounts arose through a cheque for £100 
being in the post at the end of the year. 

£100 is to be provided for depreciation of the fixtures and fittings at London and £80 at 
Birmingham. 

You are required to set out: 

(1) Final Accounts of the business to 31st December, and 

(2) The Birmingham Current Account in the London books. 

(3) The London Current Account in the Birmingham books. 
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TRADING AND PROFIT AND LOSS ACCOUNTS 


For the Year ended 31irr December, 19.. 



London 

B'ham 

Total 

1 


London 

B’ham 

Total 


£ 

£ 

£ 


£ 

£ 

£ 

Stocks, 1st January 

10,310 

8,303 

18,815 

Sales, lea Returns 

23.480 

18,310 

43,790 

Purchases, lest Returns 

23,231 

6,028 

31,279 

Transfer to Birmingham 

3,330 



Transrer from London 


3,330 


Stocks, 31st December 

12.330 

6,720 

19,030 

Gross Profits, c/d. ., 

7,399 

3,347 

12,746 






£43,160 

£23,030 

£62,840 


£43,160 

£23,030 

£62,840 

Rent 

800 

323 

1,325 

Orou Profits, b/d. 

7,399 

3,347 

12.746 

Salaries and Wages 

1,806 

1,266 

3,072 





Sundry Trade Expenses 

1,333 

1,146 

2.679 





Drareciation of Fixtures and 








Fittings 

100 

80 

180 





Net Pronts, c/d. .. 

3,160 

2,330 

5.490 






£7,399 

£5,347 

£12,746 


£7,399 

£5,347 

£12,746 

Division of Profit: 



1 

Net Profits, b/d.: 




P|x £3,160 .. 

1,380 


i 

London 



3.160 

4 X £4,070 .. 

2,442 


1 

Birmingham 



2,330 




4,022 1 

Charges in lieu of rent: 




Q 4 X £2,330 ,. 

1,163 


1 

London 



800 

j X £4,070 .. 

1,628 



Birmingham 



323 




2,793 

j 








£6,815 




£6,813 


Ca^tal Accounts 

Q ;; i! 


CumnI Accounts: 
Balance 1st January .. 
Share of Profit .. 


Lea Drawings 


Sundry Creditors: 
London 
Binnln^uun 


P AND Q 

Balance Sheet as at 31st December, 19. 



£ 

33,000 

19,000 

£ 

54,000 

Fixed Assets: 

Freehold Buildings: 

London 

Birmingham 

£ 

£ 

16,000 

10,500 

P 

£ 

1,331 

4,022 

Q 

£ 

708 

2,793 

Fixtures and Fittings as 
at 1st January: 

London 

Less Depreciation .. 

1,660 

100 

1,560 

3,373 

4,200 

3,501 

2,700 


Birmingham 

Additions .. 

1,380 

70 

£1,173 

£801 

1.974 

Lest Depreciation .. 

1,450 

80 





1,370 


770 

340 





1,110 

Current Assets: 

Stock in Trade: 

London _ 

Birmingham 






12,330 

6,720 




Sundry Debtors: 

London 

Birmingham 


4,082 

2,sa 




Cash at Bank and in Hand: 
London 

Birmingham 


1,240 

320 




In transit 


1,560 

100 









£37,084 





26,500 


2,930 


19,030 

6,944 

1,660 


29,430 


27,634 


£37,084 


BIRMINGHAM CURRENT ACCOUNT IN LONDON BOOKS 


Balance b/f. 

£ 

11,997 

Dec. 31 

Q, Current Account, Drawings 

£ 

2,700 

Trading Account: 



Fixtures and Fittings Account: 


Goods to Birmingham .. 



Additions during year .. 

70 

Fixtures Account - Depreciation 



Cash . 

7330 

Profit and Loss Account-Charge in 



Cash in transit c/f. .. 

100 

lieu of Rent .. .. .. 

525 


Balance c/f. .. 

9,362 

Net Profit 

2.330 





£20,282 



£20382 
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LONDON CURRENT ACCOUNT IN BIRMINGHAM BOOKS 


Dec. 31 

Cuh - Remittwicei 
„ Q't Drawinra 
,, PuTchue of Fixturet 
Belence c/f. 

1 £ 1 

.. i 7.9S0 lea. I ; 

.. 1 2,700 : Dec. 31 

..1 70 1 

.. . 9.362; ; 

^ I 1 

PhImk^ b/f* 

Trading Account - Ooode Atom London 
Profit and 1 oes Account: 

Depreciation of Fixtune .. 

Charae in lieu of Rent 

Net Profit . 

1 

1 £ 

! 11,997 

S.350 

80 

S2S 

2.330 



i £20,282 i 

1 

1 

£20,»2 


Notes 

(1) In this case, although the Birmingham branch keeps complete double-entry books and 
prepares its own Profit and Loss Account, the fixed asset accounts of the branch and 
the resident partner’s Capital and Current Accounts are kept in the London books. Pay¬ 
ments made at the branch in respect of Q’s drawings and the purchase of fixed assets are 
therefore analogous to remittances to head office and must be debited to the London 
Current Aixount in the branch books. In the London books these amounts are credited to 
the Branch Current Account, and debited to Q’s Current Account and Fixtures Account 
respectively. 

Depreciation of the fixed assets is debited to Profit and Loss Account and credited to 
London Current Account in the Birmingham books, whilst in the London books it is 
debited to the Birmingham Current Account and credited to the fixed asset accounts. 

The charge in lieu of rent is similarly treated in the branch books, as it represents the 
cost of a service received from the head office. In the London books it is debited to the 
Birmingham Current Account and credited to Profit and Loss Account. 

(2) The balance on the Current Accounts represents the Birmingham capital, i.e., the assets, 
less liabilities, app)earing in the Birmingham books, and included in the firm’s Balance 
Sheet, viz .: 

£ 

Stock-in-Trade .. .. 6,720 

Sundry Debtors ,. 2,862 


9,902 

Less Creditors .. .. 340 

£9,562 

It may be desired to record in the head office books at the end of each accounting 
period the whole of the revenue balances of the branch instead of merely the final 
balance of the Branch Profit and Loss Account. In this manner the head office 
revenue accounts will reveal the position of the business as a whole, and by extracting 
a Trial Balance from the head office books, a combined Trading and Profit and Loss 
Account of the head office and branch can be prepared. 

niustration (5) 

The undermentioned trial balance, extracted from the books of its branch, is received by the 
X Trading Co. Ltd. 

Show by journal entries the incorporation of the revenue balances in the books of the 
head office. 
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TRIAL BALANCE, 

31st December, 19.. 






£ 

£ 

Head Office Account 

Freehold Premises .. 




15,000 

10,192 

Stock, 1st January .. 

Purchases .. 

Goods from Head Office 




10,164 

35,649 

10,500 


Bank Interest 




20 

Wages 




5,642 


Rates, Insurance, etc. 




1,520 


Salaries and Office Expenses 




3,192 


Advertising 

Sundry Debtors 




3,429 

4,439 


Rents Receivable 




200 

Sundry Creditors 

Sales 





5,684 

75,326 

Cash at Bank and in Hand .. 




1,887 





£91,422 

£91,422 

Stock, 31st December 



• • 

£8,392 



JOURNAL 








£ 

£ 

Sundries .. 

To Sundries: 

Slock 


• • 

Dr. 

10,164 


Purchases .. 




35,649 


Goods sent to Branch Account 




10,500 


Wages 

Rales, Insurance, etc. 

Salaries and Office Expenses 
Advertising 

Branch Account 




5,642 

1,5M 

3,192 

3,429 

5.450 


Sales 




75,326 

Bank Interest 





20 

Rents Receivable 



" 


200 


! £75,546 I £75,546 

Incorporation of branch trading transactions for the year — ,<m m . 

ended 31st December, 19... i ; 


[Chap. X 


Branch Account Dr, > 8,392 

To Trading Account .. .. 8,392 


Branch Stock at 31st December, 19... 


The Branch Account in the head office books, will now appear a.s under; 




BRANCH 

ACCOUNT 


19.. 
Dec. 31 

Balance b/f. 

Sundries 

Trading Account - Stock .. 

£ 

10,192 
5,450 
.. j 8,392 

19.. 
Dec. 31 

Balance c/f. 

[ 

1 

£ 

24,034 



£24,034 



; £24,034 

19.. 
Ian. 1 

Balance b/d. 

.. I 24.034 < 

! ! 

1 

i 1 

1 


1 


The above balance will be represented by the branch assets and liabilities, as under: 



£ 

Freehold Premises .. 

15,000 

Stock 

8,392 

Cash at Bank and in hand 

1,887 

Sundry Debtors 

4,439 


2%m 

Less Sundry Creditors 

5,684 


£24,034 
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Note 

It will be observed that the effect of the above entries is to debit the Branch Account with the 
net profit made by the branch for the year. The separate Branch Trading and Profit and 
Loss Account would have appeared as under: 

BRANCH TRADING AND PROFIT AND LOSS ACCOUNT 
For ™e Year ended 31st December, 19.. 


Stock, 1st January 

Purchases 

Goods front Head Office 

Gross Profit c/d. .. 

10,164 ' 
35.649 ; 
10,300 
27,405 

Sales 

Stock, 31st December 


75,326 

8.392 

£83,718 



£83,718 

Wages 

Salaries and Office Expenses 

Rates, Insurance, etc. 

Advertising 

Net Profit 

5,642 1 
3,192 
1,520 
3,429 i 
13,842 ' 

Gross Profit b/d. .. 

Bank Interest 

Rents Receivable .. 


27.405 

20 

200 

£27.623 



£27,625 

The closing balance on the Branch Account 

shown above is reconciled as under: 


Balance brought forward 



jj 

10,192 


Profit as per above account 


.. 

13,842 


Closing balance 



£24,034 



As the branch revenue balances are amalgamated with those of the head office, the goods 
from head office must be debited to Goods sent to Branch Account in the head office books 
in order to eliminate the internal transfer. It will be appreciated that these goods are already 
included in the head office purchases. 


§5. Foreign Exchanges 

Foreign exchange is a term which denotes: 

(1) the exchange of the currency of one country for the currency of another country; 
and 

(2) the means whereby such exchange is effected. 

If the list of foreign exchange quotations set out in any newspaper is examined it 
will be seen that: 

(1) Certain quotations are in terms of the number of units of foreign currency which 
are equivalent to the £. These quotations are usually called ‘Currency' or ‘Movable'. 
Examples are Italy (lire to the £), Belgium (francs to the £), and the United States 
(dollars to the £). 

(2) Other quotations are in terms of the amount of sterling which is equivalent to one 
unit of foreign curreneqr. These quotations are usually called ‘Pence' or ‘Fixed*. 
Examples are India (pence to the rupee), Japan (pence to the yen), and China 
(pence to the dollar). 
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The terms ‘Currency or Movable’ and ‘Pence or Fixed’ refer only to the method of 
quoting which is employed, and do not refer in smy way to the presence or absence of 
fluctuation in the quoted rates. They are alternative methods of expressing the same fact. 

The distinction between these two methods of quoting must be kept clearly in mind, 
as a rise in a ‘Fixed’ quotation has the same effect as a fall in a ‘Movable’ quotation, 
and a fall in a ‘Fixed’ quotation has the same effect as a rise in a ‘Movable’ quotation. 

Each country has its own currency. This is the case even where the units of cur¬ 
rency of two or more countries have the same designation. South African pounds, 
Australian pounds and English pounds must each be kept quite distinct in the mind. 
A debtor, whose obligation is payable in Australian pounds, cannot be required to 
discharge his liability in English pounds. 

The pound sterling is legal tender in this country only and not elsewhere. Similarly, 
the Belgian franc is legal tender in Belgium but is not generally acceptable in discharge 
of a debt payable in this country in terms of sterling. 

It is apparent, therefore, that where transactions are entered into between persons 
or firms in different countries certain complications may arise by reason of exchange 
fluctuations. If, for example, A buys goods from B in France at an agreed sterling 
price, any fluctuation in the franc rate will not concern A, but it will affect the franc 
value of the sterling received by B. Where, therefore, a trader purchases or sells goods 
in a currency other than his own, unless the transaction is left unrecorded until the 
sterling figure is known, some adjustment will be required when payment is actually 
made or received. This adjustment will be in respect of the difference between the 
figures recorded in sterling at the time the transaction is entered into and the actual 
sterling figures which result when the transaction is completed, and will represent a 
profit or loss on exchange. 

Illustration 

A in London purchases goods from B & Company in Ruritania, for 130,000 crowns. B & 
Company’s accounts in A’s ledger shows a credit balance of £1,000, A having converted the 
crowns into sterling at the rate of 130.000. A desires to pay B & Company, and for that 
purpose purchases in London a draft on Ruritania for 130,000 crowns, at the rate of 131.00. 

Make the entries in A’s Books, posting up and balancing off B & Company’s Account. 



B 

A’S BOOKS 

& COMPANY’S ACCOUNT 




1 Crowns 

1 Sterling || 

£ s. d. '' 

Crowns 

Sterling 
£ s. d. 

Cash for Draft .. 

Proflt on Exchange 

. ! 130,000 

992 7 4 Balance b/r. 

7 12 8 

130,000 

1,000 0 0 


130.000 

1 £1,000 0 0 

130.000 

£1,000 0 0 


§6. Foreign Branches 

Where branches of a business are situated abroad and are of a trading or manu¬ 
facturing nature, it will usually be foimd necessary to ke^ the whole of the detail 
accounts at the branch, and consequently the system described in § 4 will be applied. 

The Branch Account in the head oflice books should be ruled with two columns, 
one for the foreign currency and the other for sterling. The entries in the curraticy 



435 


§§5-6] DEPARTMENTAL ACCOUNTS, BRANCH ACCOUNTS, ETC. 

columns will be memoranda only, but are necessary to facilitate reconciliation with the 
Head Office Account in the branch books which, of course, will record the trans¬ 
actions in the currency of the country in which the branch is situated. 

At the conclusion of an accounting period the branch will forward to its head office 
a copy of its Trading and Profit and Loss Account, and of its Balance Sheet, together 
with a detailed copy of its Head Office Account. It will be necessary to incorporate the 
results shown by the branch accounts in the accounts of the head office in the same 
manner as that described in § 4, but before this can be done the branch figures, which 
are in local currency, must be converted into sterling. 

The rate or rates of exchange at which the branch assets, liabilities, and revenue 
items are converted into sterling will depend upon whether the rate of exchange 
between the countries of the branch and head office is reasonably stable, or is subject 
to material fluctuation. It will be apparent that a method suitable where little or no 
fluctuation in the rate of exchange takes place would yield most unsatisfactory 
results in those cases where exchange fluctuations are considerable. 


<a) Branches working on a fixed rate of exchange 

Where the rate of exchange between the countries of the head office and branch is so 
stable that fluctuations can be disregarded, it is usual to convert all branch balances, 
except remittances of cash, into sterling at a fixed rate of exchange, and as a result a 
difference on exchange will only arise in connection with the remittances of cash to 
and from the branch, which will be converted at their actual cost or at the amount of 
sterling realised. 

The currency balance on the Head Office Account will be automatically converted 
by inserting in its place in the converted Trial Balance the sterling balance appearing 
on the Branch Account in the head office books. The difference between the conver¬ 
sion of remittances at the actual and fixed rates respectively will represent profit or 
loss on exchange, and will be debited or credited to the Branch Account in the head 
office books, and credited or debited to Difference on Exchange Account. 


Dlustration 

The following are the final balances of a branch in Illyria at 31st December. Convert at the 
fixed rate of exchange of $4.90 to the £. The cash remitted from Illyria appeared in the 
London books as £98 6s. 6d. Make the necessary adjustments in the London books by 
journal entry, and show the Branch Account in the London books, and the London Account 
in the branch books. 

FINAL BALANCES, 31st December 


Ouh at Bank 
Caah in Hand 
Stock, 31st December 

naat 

Office Furniture 
Provision for Bad Debt 
Land and Premises.. 

Dolors .. _ • , 

Profit and Lon Account - Profit for year 
Oedltors .. 

Remittances to London .. 

Head Ofiioe Account Balance at 1st January 


S 


1,161-23 

109-39 

3,387-02 

4,931-94 

470-39 

11,324-73 

8,389-49 


480-19 


•32,434-82 


810-82 

991-04 

10,933-43 

19,717-31 


•32,434-82 
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Rule for Converting Currency into Sterling when the rate is per £ 

Divide the currency figure by the rate of exchange, and the quotient will be £ sterling: the 
decimal remainder must then be converted into shillings and pence. 


FINAL BALANCES, 31st December, Converted at $4.90 per £ 








£ a. d. 

£ s, d. 

Caiih at Bonk 






236 19 9 


Cash in Hand 






22 7 4 


Stock 31st December 






1,099 7 10 


Plant 






1,006 10 4 


Office Furniture 






96 0 9 


Provision for Bad Debts 

Land and Premises .. 






2.351 19 9 

165 9 6 

Debtors 

Profit and Loss Account - Profit for year 

Crediton .. 






1,712 2 10 

202 5 1 
2,231 14 6 

Remittances to London (actual rate) 






98 6 6 

Head Office Account - Balance at 1st January .. 







4,023 19 7 

Difference in Exchange (Profit) 







6 5 


£6,623 IS 1 { £6,623 15 1 


LONDON JOURNAL 


Dec. 31 

lllwa Current Account 

To Difierence on Exchange Account 

Being difierence in exchange on remittances. 

Dr. 

.. 

£ fl. 

6 

d.' 

5 

£ s. 

6 

d. 

5 

Dec. 31 

Illyria Current Account 

Dr. 

202 5 

1 i 




To Profit and Loss Account 




202 5 

1 


Being 6991-04 profit for year @ 84-90 per £. 



t 




LONDON LEDGER 
ILLYRIA ACCOUNT 


Dollars 

1 

1 

Sterling 1 

1 1 

i Dollars | Sterling 

Balance 19,717-51 

Difference on 

Exchange j 

Profit and Loss 

Account: i i 

Profit for year 991-04 ■ 

£ s. d. ! 

, 4,023 19 7 ! 

t ® ® |i 

1 h 

202 5 1 >1 

1 1 

i ' ! £ 8. d. 

Dec. 31 1 Remittances .. ! 480-19 | 98 6 6 

Balance .. 20,228-36 , 4,128 4 7 

1 

. 1 

; j 

' 1 ! 

.6.20,708-55 

£4,226 11 1 ;| ' 820,708-55 

£4,226 11 1 

1 1 

Balance .. t 20,228*36 

4,128 4 7 !j 1 j 



I 


ILLYRIA LEDGER 
LONDON ACCOUNT 


1 

, 1 

‘ Dollars 

i 

1 

1 

Dollars 

Dec. 31 ' Remittances 

Balance 

i 

i 480-19 

20,228-36 

S20.708-5S 

Jan. 1 
Dec. 31 

1 Balance 

1 Profit and Loss Account-, 1 

1 Profit for year 

1 19,717-51 

i 

991*04 

820,708-55 

! 

1 

Jaa. 1 

1 

Balance 

20,228-36 


Note 

It is not usual to provide memoranda sterling columns in the branch books, though this can 
be done if desired. 
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(b) Branches working on a fluctuating rate of exchange 

Where the exchange is of such a fluctuating nature that to work on a fixed basis would 
give a misleading result, the branch balances are usually converted on the following 
principles: 

(1) Fixed assets at the rate prevailing when they were purchased (if they were pur¬ 
chased from currency funds) or at the actual cost of a remittance sent by head 
office for the purpose of the purchase. Renewals of, and additions to, fixed assets 
will be converted on the same principle, but where small additions are made 
throughout the year the average rate for the year could be used therefor. It may also 
be necessary to take an average for a period where major additions are paid lor by 
instalments. 

The charge for depreciation of fixed assets must be converted at the same rate 
as the assets concerned. 

It is obvious that a fixed asset, having been converted at a rate that remains in 
force from year to year, so far as that asset is concerned, the depreciation must be 
converted at the same rate, if the sterling value is to be written off or reduced to 
scrap value over the requisite period. Where exchanges have fluctuated greatly, 
however, it may be necessary, in order to avoid misleading results, to charge the 
depreciation to Profit and Loss Account at the average rate for the period. Any 
difference between the amount so charged and the amount credited to the Provision 
for Depreciation Account is then credited to Reserve (if a profit) or debited to 
Profit and Loss Account (if a loss). 

Illustration (1) 

Fixed plant purchased for 750,000 bancos when the banco was at 75, stands in the branch 
books at 450,000 bancos. During the year under review, the branch wrote olT 90,000 bancos 
depreciation. The average rate for the year was 106. How should the depreciation be con¬ 
verted into sterling? 

For the purposes of the Asset Account, the depreciation must be converted at 75, giving 
a sterling figure of £1,200. For the purposes of the Profit and Loss Account, however, it 
would preferably be converted at 106, giving a sterling figure (approx.) of £849. Profit and 
Loss Account should be debited with the difference of £351. 

It will be seen that the above treatment is accurate when it is considered that by 
writing off depreciation, the branch is setting aside current revenue (converted at 
the average rate), and if the head office does not provide an equivalent amount, the 
two sets of books may show grossly misleading results. 

(2) Long-term liabilities on the same basis as fixed assets, but a provision may become 
necessary to meet a fall in the value of the £ when this is permanent {see below). 

(3) Current assets and liabilities at the rate ruling at the date of the Balance Sheet, 
/.e., at the rate which would give the amount of sterling that would be received 
or paid if the assets were realised and the liabilities paid on that date. 

(4) Revenue balances at the average rate for the period to which they relate. 

(5) Remittances at their actual cost or realised sterling. 
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The reason why fixed assets continue to be converted at the same rate from year to 
year, although the exchange may vary, is that such assets remain in the country itself, 
and are not, in the ordinary way, subject to conversion into cash in the same manner 
as current assets. Even though the rate of exchange depreciates permanently, it may 
not be essential to make a special provision for any loss on exchange in the case 
of fixed assets, if the rate at which such assets are depreciated is a satisfactory one 
and will reduce their sterling cost to nil or scrap value at the end of their effective 
life. 

Where, however, the asset will have to be replaced at the end of its effective life, a 
provision is desirable. This may be created by the expedient already mentioned, of 
charging depreciation at current rates to Profit and Loss Account. Then, when the 
fixed asset is replaced out of current assets, any additional cost will be met by the 
provision. 


niustration (2) 

Plant was purchased for 500,000 francs when the franc stood at 200 to the £, and has been 
depreciated over 10 years by 50,000 francs per annum. Today the plant is replaced at a cost 
of 530.000 francs, the franc being quoted at 106 to the £. 

In the branch books, the depreciation written off has provided 500,000 francs, leaving 
only 30,000 francs to be found out of capital. In the head office books, however, expenditure 
of 530,000 francs, included therein as current assets converted at 106 — £5,000 has been 
capitalised, although only 500,000 francs, converted at 200 = £2,500, has been provided 
over the lifetime of the plant. If the depreciation had been provided as suggested above, at 
the current rates year by year, there would be a provision to meet the difference, e.g., if the 
average rate for ten years has been 100, the amounts set aside would have accumulated to 
a sum sufficient to replace the plant. 

In the case of long-term liabilities which have to be repaid out of current assets, it 
is essential to provide out of revenue over a period of years for any permanent de¬ 
preciation in sterling exchange. 

Illustration (3) 

A loan of 2,000,000 francs was contracted when the franc was quoted at 200 and therefore 
appears in the head office accounts at £10,000. The franc appreciated to 75, and later 
depreciated to 130. The loan is repayable shortly. 

On repayment, there will be disbursed from the branch currency 2,000,000 francs, which, 
as current assets with the franc at 130, stand in the head office books at £15,385. If no pro¬ 
vision has been made, there will remain a ‘loss’ of £5,385 in the head office books. Obviously, 
therefore, provision should have been made year by year as the franc appreciated (/.e., 
sterling depreciated), to ensure that this loss does not fall on any one year. Equally obviously, 
the loss cannot be forecast exactly, but must be provided for as accurately as possible. 

The average rate for the conversion of revenue balances will be obtained either from 
the average of the rates published at regular intervals, or by taking the rate at a given 
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day of each month during the period, adding such rates together and dividing the total 
by the number of months. 

These general rules are subject to modifications in certain circumstances, e.g., in 
connection with Stores and Stock Accounts, which it is customary to convert on a 
fixed basis, so that gross profit is not distorted by profit or loss on exchange in respect 
of the stocks in hand at the end of each balancing period. It may also be necessary to 
‘weight’ the average where an unduly large number of transactions, or transactions 
greatly varying in amount, have taken place during a particular period. 

The branch Trial Balance will be ruled with two additional sterling columns, a 
further column being provided for the appropriate rate of exchange, and each item 
will be converted at its proper rate, with the exception of the opening balance on the 
Head Office Account, for which the sterling figure shown in the last accounts will be 
taken. It is convenient to show the remittances and other items relating to the head 
office separately in the branch Trial Balance, and to leave the Head Office Current 
Account at its opening figure until the conversions have been made, owing to the 
different rates of exchange at which the various classes of item must be converted. 

The difference on the sterling columns of the Trial Balance will represent the 
difference on exchange, which will be adjusted through the Branch Account in the 
head office books in the manner previously explained. If the difference is a profit, it is 
advisable to carry the amount forward on Exchange Provision Account, since the 
fluctuations of the exchange may possibly result in a loss during succeeding periods; 
if the difference is a loss, it should be written off to the Exchange Provision Account 
(if any) or to Profit and Loss Account. 

Whilst in practice foreign branches would most probably prepare their own Profit 
and Loss Accounts locally, details of income and expenditure must be supplied to the 
head office to enable the conversion into sterling ai the appropriate rates to be made. 


Dlustration (4) 

The following is the London trial balance of the Ruritania Trading Co., Ltd., at 31st 
December: 


Share Capital: 

Authonsed. 30,000 Sharea of £1 each 
Issued, 33,000 Shares ftiUy paid 
Ofllce Expenses 
Directon Fees 
Sundry Creditors .. 

Salaries .. ^ ^ ^ 

Frofit and Loss Account - Balance brought forward 
Cadi at Bank 

Remittances from Rnritania .. 

Ruritania Branch Account .. .. , / • , 

Difference on Exchange Account - Balance at Ist Jannary 


£ 

£ 

33,000 

I 

230 

300 

100 

300 ' 

1 

1 117 

2,000 ! 

33,913 

2,730 

221 

£36,963 

: £36,963 

1 
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The following is the trial balance as at 31st December, sent to the head office by the 
Ruritania Branch: 


^ Crowns Crowns 


Stock as at 1st January 

. . ■ 

65.000 

Purchases 

*• i 

1^,000 ' 

do. Returns 

. . 1 

1 6,000 

Sales 

, . 1 

190,000 

Wages and Salaries 

. . 1 

1S,000 

Oflira Expenses 


15,000 1 

Carriage and Insurance 

.. ! 

5,000 1 

Bad Debts .. 

.. 1 

3,000 ! 

Depreciation, Leasehold Premises 


4,000 1 

„ Furniture and Fittings 


500 ' 

Cash at Bank 

' 

12,000 ' 

Sundry Creditors 


, 32,000 

Sundry Debtors 

1 

• * 1 

35,500 , 

Leasehold Premises 

1 

66,000 , 

Furniture and Fittings 


2,000 ; 

Remittances to Head Office 


11.200 1 

Head Oflice Account .. 

• • 

1 129.200 


j Cr. 357,200 : Cr. 357,200 


Stock on hand at 31st December was valued at 60,000 Crowns. 

The leasehold premises were acquired when the rate of exchange was 4s, lOd. per crown, 
and furniture and fittings at an average rate of 4s. 1 Id. The rate ruling on 1st January was 
5s. 3d., on 31st December, 4s. 9d., and the average rate during the year was 5s. Od. 

Convert the foreign trial balance, showing the difference on exchange. Prepare Profit and 
Loss Account and Balance Sheet of the company, and show the Branch Account in the head 
office books, and the Head Office Account in the branch books. 

CONVERSION OF RURITANIA TRIAL BALANCE 


Stock u at 1st January 
Purchases 

„ Returns .. 

Sales 

Ws|ses and Salaries 
O0ice Expenses 
Carriage and Insurance 
Bad Debts 

D^reciation, Leasehold Premises 
do. Furniture and Fittings 
Cash at Bank 
Sundry Creditors 
Sundry Debtors 
Leasehold Premises 
Furniture and Fittings 
Remittances to Head Office .. 

Head Oflice Account 
Difference on Exchange 


Stock on Hand at 31st December 



Rate of 

Dr. 

Cr. 

Dr. 

Cr. 

Exchange 

Crowns 

Crowns 

Sterling 

Sterling 

s. d. 


; 

£ 

£ 

5 3 

65,000 


17.062 


5 0 

120,000 


30.000 


5 0 

6,000 

1,500 

5 0 


190,000 


47,500 

5 0 

18,000 

4,500 

5 0 

15,000 


3,750 


5 0 

5,000 


1,250 


5 0 

3.000 


750 


410 

4,000 


967 


411 

500 


123 


4 9 

12,000 


2,850 

7,600 

4 9 

32,000 


4 9 

35,500 

8,431 

410 

66.000 


15,950 


411 

2,000 


492 



11.700 

129,200 

2,750 

33,915 



1,640 


357,200 

357,200 

£90,515 

£90,515 

4 9 


60,000 


14,250 


RURITANIA BRANCH PROFIT AND LOSS ACCOUNT 

FOR THE Year ended 31st December 


Stock .. 

Purchases 
Less Returns .. 

Balance, being Oross Protit c/d. 


£ 

!! 30,066 
1,500 



Sales .. 
Stock .. 
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RURITANIA BRANCH PROFIT AND LOSS ACCOUNT (continued) 


Wages and Salaries 
Office Expenses 
Carriage and Insurance 
Bad Debts 

Depreciation, Leasehold 
Premises 

„ Furniture and Fittings .. 

Balance, Net Profit at Branch c/d. 


£967 

123 


* i 

4.SOO ! 
3.750 ' 
1,250 ! 
750 ,i 


1,090 

4,848 


: £16,188 


London Office Expenses: 

Office Expenses .. 

Directors Fees 
Salaries 

Difference on Exchange 

Balance, being Net Profit carried forward 


250 

500 

300 

1.412 

2,386 


£4.848 : 

I 


Balance b/d. 


Balance b/d 


I 

I 


£16,188 

4,848 


£4,848 


HEAD OFFICE BOOKS 
RURITANIA BRANCH ACCOUNT 


Jan. 1 Balance b/f. 

Dec. 31 Profit and Loss Ac¬ 

count: 

Profit for Year 


Jan. 1 I 


Balance b/d. 


' >1 > 

Crowns . Sterling 

£ ; ; 

129.200 33,915 Dec. 31 , 

, I 


j 25,500 

4.848 i 

■ 154,700 

£38,763 1 

! 143,500 

34,373 ■ 

1 1 


Remittances 
Difference on Exchange 
Balance c/d. 


I Crowns ' Sterling 

I £ 

11,200 2.750 

i 1.640 

i 143,500 34,373 


, 154,700 I £38,763 

' I 

I ‘ 


RURITANIA BRANCH BOOKS 
HEAD OFFICE ACCOUNT 


Dec. 31 ' 

I 


Remittances 
Balance c/d. 



Crowns . 

I 11,200 

I 143,500 j: 
' 154,700 

-|i 

I; 


Jan. 

Dec. 


Jan. 


1 i 

31 


1 


Balance b/f. 

Profit and Loss Account 


Balance b/d. 


Crowns 
: 129,200 

25,500 

I 154,700 


143,500 


BALANCE SHEET as at 31st December 


Authorised Share Capital; 

50,000 Sbai« of £1 each 

Issued Share Capital: 

33,000 Shares of £1 each fully paid.. 

Profit and Loss Account: 

Balance at 1st Jan. 

Profit for year 


Sundry Creditors: 
Ruritania 
London 



I 50,000 I 


I Leasehold Premises .. 
Leu Depreciation.. 



1 

33,000 1 

i 

887 

2,386 

i 

3,273 ; 



36,273 1 

7,600 1 

100 

7,700 1 



£43,973 { 


1 


Furniture and Fittings 
Less Depreciation ,. 

Stock on hand 
Sundry Debtors 
Cash at Bank: 
Ruritania 
London 


£ 

16.917 

967 

£ 

15.950 

492 

14,250 

8,431 

615 

123 


1 2,850 

; 2,000 

4,850 



£43,973 
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Notes 

(1) Since there was a loss on exchange during the year, this has been written off, after taking 
into account the credit balance on Difference on Exchange Account brought forward. 

(2) The currency figure representing profit for the year inserted in the Branch Account at the 
head office is ascertained by extracting the profit and loss items from the branch trial 
balance. 

(3) It should be observed that the final sterling balance of the Ruritania Branch Account 
does not represent the conversion of the currency balance at any of the rates given, since 
it is composed of a number of items converted at different rates. The sterling balance of 
the Branch Account must always agree with the sterling figures of the net assets at the 
branch. 

(4) Bad debts incurred during the year must be converted into sterling at the average rate. 
A bad debts provision, however, created against the outstanding debtors, should be con¬ 
verted at the same rate as the debtors to which it relates, viz., the rate at the date of the 
Balance Sheet. 

In the preceding illustration the opening and closing stocks have been converted at 
the opening and closing rates of exchange respectively, while the purchases and sales 
have been converted at the average rate for the period. The effect of converting 
Trading Account figures at different rates is to cause the gross profit in terms of 
sterling to be vitiated by the intrusion of exchange variations, and thereby to render 
the accounts less effective as a means of comparison with other periods, and of 
control. The practice is frequently adopted, therefore, of converting all items entering 
into the Trading Account either at a fixed rate, or at the average rate for the period, 
at the same time converting the closing stock for the purposes of the Balance Sheet at 
the rate ruling at the date of the Balance Sheet. By this means, the gross profit is not 
distorted by exchange fluctuations, but any difference on exchange affecting stock 
valuations is reflected in the Profit and Loss Account, and the correct basis of 
valuation of the stock is employed for the purpose of the Balance Sheet. 

Dlustration (5) 

During the year ended 31 st March, P Ltd. opened a foreign branch for the purpose of trading 
in the company’s products. The branch converts head office invoices for goods at a fixed 


exchange rate of 80 unitas to the £. 

The branch trial balance at 31st March was as follows: 

Dr. Cr. 

Unitas Unitas 

Balance at Bank .. 366,400 

Creditors .. .. .. 235,800 

Debtors .. .. 777,600 

Local Expenses .. .. 754,200 

Head Office Account (for goods) 3,524,800 

Remittances to head office 2,690,000 

Purchases .. 3,524,800 

Sales 4,352,400 


U.8,113,000 U.8,113,000 








443 


§6] DEPARTMENTAL ACCOUNTS, BRANCH ACCOUNTS, ETC. 

Stocks at 31st March, U.1,045,600. 

The average rate of exchange during the period was 90, and the closing rate 100. The 
remittances realised £35,000. 

You are required to; 

(a) prepare the converted trial balance of the branch for incorporation in the head office 
books; 

{b) to show the Trading and Profit and Loss Account of the branch; and 
(c) to show the Branch Account in the head office books. 


(«) 


BRANCH TRIAL 

BALANCE 







Dr. 

Cr. 

Rate 

Dr. 

Cr. 




Unitas 

Unitas 


£ 

£ 

Balance at Bank 



366,400 


100 1 

3,664 


Crediton 



235,800 ' 

100 

2.358 

Debtor! 



777,600 

100 

7,776 

Local Expense! 

Head Office Account 


' 

754,200 


90 

8,380 




3,524,800 

80 

44,060 

Remittances to Head Office 



2,690.000 

Actual 

35,000 

Goods fiom Head Office 


, ; 

3,524,800 


80 

44,060 


Sales 

Stocks 31st March: 



4,352,400 

80 

54,405 



For Trading Account 




1,045,600 

80 


13,070 

„ Balance Sheet 


* • * ’ I 

1,045,600 

100 1 
1. 

10,456 , 



U.9,158.600 I U.9.1S8.600 i 109,336 113,893 


Low on Exchange .. .. ; 4,557 ^ 

! £113,893 1 £113,8M 


ib) BRANCH TRADING and PROFIT AND LOSS ACCOUNT 

For the Year ended 31st March 


Purchases 

Gross Profit c/d. 

Unitas 

3,524,800 

1,873,200 

- 

£ 

44,060 

23,415 

Sales 

Stock .. 

Unitas 

4.352,400 

1,045,600 

£ 

54,405 

13,070 


5,398.000 

£67,475 

1 

5,398,000 

£67,475 

Local Expenses 

Nm Profit.. 

754,200 

1,119,000 

8,380 

15,035 

j 

Gross Profit 

1,873,200 

23,415 


U.l,873,200 

£23,415 

i 

U. 1,873,200 

£23.415 


BRANCH ACCOUNT 



Goods 

Net Profit.. 

Unitas 

3,524,800 

1,119,000 

£ 

44,060 

15,035 

1 Remittances 

Loss on Exchange .. 

Balance c/L 

Unitas 

2,690,000 

1.953,800 

£ 

35,000 

4,557 

19,538 


U.4.643.800 

£59,095 


U.4.643,800 

£59,095 

Balance b/d. 

U.l.953,800 

£19,538 





Notes 


(1) The balance brought down in the Branch Account is represented by the net assets of the 


branch, as follows: 

Balance at Bank 

Debtors 

Stock 


Unitas 

£ 

366,400 

3,664 

777,600 

7,776 

1,045,600 

10,456 

2,189,600 

21,896 

235,800 

2,358 

U.l,953,800 

£19,538 


Less Creditors 
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(2) The loss on exchange is credited to Branch Account and debited to the General Profit 
and Loss Account. 

(3) It will be observed that all the items in the Trading Account are converted at the fixed 
rale of 80, so that the gross profit is not affected by exchange fluctuations. For the purpose 
of the Balance Sheet, however, the closing stock is converted at the rate prevailing at the 
date of the Balance Sheet, in the same way as the other current assets, and the Balance 
Sheet position is therefore not misrepresented. 

Where it is the practice for the head office to invoice goods to the branch at a price 
in excess of cost, the debit to the Branch Trading Account in respect of such goods 
will include an element of profit for which credit has been taken in the Trading 
Account of the head office. In such a case, a Branch Stock Adjustment Account should 
be maintained in the head office books for the purpose of eliminating from the profit 
disclosed by the accounts the unrealised profit at which the branch stock at the date of 
the Balance Sheet has been brought into account. This may be done by debiting 
Profit and Loss Account and crediting the Branch Stock Adjustment Account with the 
profit loading in the valuation of the branch stock, from which the amount of such 
provision will be deducted for Balance Sheet purposes. Where a provision for un¬ 
realised profit has been brought forward from the previous year, it will only be 
necessary, in the accounts for the current year, to make such an adjustment through 
the Profit and Loss Account as will be necessary to increase or reduce the balance on 
the Adjustment Account to the amount of the unrealised profit in the closing stock 
of the branch. 

Illustration (6) 

B Ltd. has an authorised capital of £50,000 in shares of £1 each. It carries on a merchanting 
business at its head office in London and a branch in Australia. 

All goods are purchased by the head office. Those for sale in Australia are invoiced to the 
branch at cost, including insurance and freight, plus 10 per cent.; the invoices are entered in 
the branch books when the goods are received there. 

The branch books are kept in Australian currency, £A125 being taken as equal to £100 
sterling. 

The trial balances as on 31st December, 19.., are as follows: 

Head Office Branch 



Dr. 

Cr. 

Dr. 

Cr. 

Capital issued and fully paid: 

£ 

£ 

£A 

£A 

40,000 shares of £I each 


40,000 



5 per cent. Mortgage Debentures 

Freehold Warehouses at valuation 

31,500 

12,000 

5,550 


Furniture and Fittings, at cost 

Depreciation of Furniture and Fittings 

6,300 

875 

2,250 

320 

Debtors and unexpired payments 

Creditors and accrued expenses 

15,863 

17,471 

4,275 

225 

General Reserve 


16,000 



Profit and Loss Account - 1st January .. 
Debenture interest - net 

345 

2,153 



Carried forward 

£54,008 

£88,499 

£A12,075 

£A545 
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Head Office 

Branch 


Dr. 

Cr. 

Dr. 

Cr. 


£ 

£ 

£A 

£A 

Brought Forward 

54,008 

88,499 

12,075 

545 

Purchases .. 

126,578 




Sales 


130,251 


55,093 

Goods sent to branch 


33,440 

39,765 


Insurance and freight thereon 

2,106 




General expenses 

19,043 


8,165 


Stock on 1st January 

31,054 


12,320 


Taxation Account .. 


8,180 



Cash and bank balances 

10,261 


1,548 


Branch Account 

18,216 




Head Office Account 




18,235 

Branch Stock Adjustment Account 


896 



£261,266 

£261,266 

£A73,873 

£A73,873 


You are given the following information: 

(1) There were in transit on 31st December goods sent to branch invoiced at £1,628 and a 
draft from branch to head office for £A2,500. 

(2) Stock valuations as on 31st December were: head office, at cost, £27,559 and branch, at 
invoiced prices, £A13,222. 

(3) A case of goods received at the branch in December invoiced at £2,156, was recorded in 
the branch books and included in the Stock valuation, but when the case was opened it 
was found that the goods had been rendered valueless by damage at sea. Head office 
claimed for £1,960 (£1,870 for the cost of the goods and £90 for insurance and freight) 
from the insurers and this sum was agreed. No record of the damage or the claim had been 
made in the head office or branch books. 

(4) Depreciation of furniture and fittings is to be provided for at 4 per cent, of cost. 

(5) Interest on the debentures is payable half-yearly on 30th June and 31st December. 

(6) Included in the head office General Expenses are directors' fees £1,500 and audit fee 
(fixed by the directors) £315. 

(7) The manager of the branch is entitled to a commission of 10 per cent, of the profit shown 
by the Branch Profit and Loss Account after providing for that commission. 

(8) To provide for United Kingdom taxation on profits to date, including £8,000 for future 
income tax, a credit balance of £19,000 is to be carried forward on Taxation Account. 
Australian taxation is to be ignored. 

(9) The directors propose to transfer £2,000 to General Reserve and to pay a dividend of 
25 per cent, less tax. 

(10) The standard rate of income tax for the year in question was 8s. 6d. in £. 

You are required to prepare: 

(a) Trading and Profit and Loss Accounts in columnar form showing the net trading profit 
of the head office and the branch respectively for the year ended 31st December; 

(ft) The Company’s Profit and Loss Account for the year ended 31st December and Balance 
Sheet as at that date, in a form suitable for presentation to the members. 
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TRADING AND PROFIT AND LOSS ACCOUNTS 
FOR THE Year ended 31st December 19.. 


Stocks, 1st January 

Purcliases.. 

Goods from London 

Gross Profit c/d. .. 

i Lcmdon 
£ 

f 31,034 

1 124,708 

i 33,332 

11 

Australia 11 
£A 1 
12,320 

37,070 

I 16,230 || 

Sales 

Goods tent to Branch 

Stocks, 31st December 

London 

£ 

130,231 

31,284 

27,539 

'Australia 

: 33,093 

^ 10,327 


£189,094 

£63,620 |! 


£189,094 

; £63,620 

Insurance and Freight on goods to 
Branch 

General Expenses .. 

Depreciation 

Manager's Commission, 10% on £7,230 
Branch Stock Adiustment Amunt: 

Provision for unrealised profit 

Net Trading Profit for year .. 

2,016 

17,228 

232 

18 . 

, 13,818 : 

j 

S,165 

90 1 
725 

il 

7,250 .( 

Gross Profit 

33,332 

1 

' 16,230 


£33,332 

£16,230 j| 


£33,332 

; £16,230 

— 


11 


' 


(*) B LTD. 

PROFIT AND LOSS ACCOUNT for Year ended 31st December 19.. 


Profit for vbar, before Taxation 
After charging: 

Depreciation 
Debenture intereat.. 

Directors’ fees 
Audit fee.. 

Deduct; Uniteo Kingdom Taxation, based on profits for year: 
Income tax 

Proftt for year AncR Taxation 
Add Balance Brought Forward 


324 

600 

1,300 

313 


£ 

17,203 


I 

[ 


10,363 

6,638 

2,133 


Availablb Profit 
Deduct: Apfropriattons of Profit: 

Transfer to Ceneral Reserve 

Dividmd proposed. 23 per cent, of £40,000, lets tax at 8s 6d. in £ 


Balance, carried forward 


2,000 i 

3,730 I 



8,791 

7,750 

£1,041 


B LTD. 

BALANCE SHEET as at 3Ist December 19.. 


Share Capital, in shares of £1 each; 
Authorised 

Issued and fully paid 
Revenue Reserves 
General Reserve 
Profit and Loss Account 


Future Income Tax 

5 FER cent. Mortgage Debentures 

Current Li abilities; 

Trade Creditors and Expenses 
Current Income Tax 
Proposed Dividend (/ess tax) 


Notes. 


I 


^ £ 

£ 

' Fdced Assets: 

1 

1 

£ 

1 30,000 

1 i 

40,000 

Freehold Warehouses at valuation 
Furniture and Fittings: 

Cost 

Provision for depreciation 

! 8.100 ' 
1,453 , 

33,940 

{ 18,000 ' 

1 1 

' L 

19,041 

59,041 1 

Current Assets: 

^ocks in band and in transit, at cost .. 

! I" 

j ! 

' 36,694 

6,643 

42,383 

1 

8,000 i 
12,000 ^ 

I>ebtora and prepaymenta 

Ifuarance claim .. 

1 19,283 j 

1,960 1 


1 

; 18,231 


Cash and Bank Balances ., 

' 

1 13,300 1 

i 

71,437 

11,000 

1 

.) 

>Directors 1 

. 1 

1 


5,750 1 

34,981 ' 

i 1 

1 i 



£114,022 


j £114,022 


(1) No provision for depreciaticm has been made on the Freehold Warehouses. 


(2) The assets and liabilities in Australia have been converted at the rate of £AI25 to £100. 
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WORKINGS 

(1) The Current Accounts will appear as follows: 

BRANCH ACCOUNT IN LONDON BOOKS 



£A 

£ i. 


£A i 

£ 

Balsnce b/f. 

22,770 

18,216 ! 

Goods in transit 

. ; 2.035 1 

1,628 



' 

Cash in transit 

2,500 I 

2,000 



' 

Adjusted Balance 

. ! 18,235 ; 

14,588 


£22.770 

£18,216 ii 


, £22,770 1 

£18,216 

Balance .. 

! 

.. ; 18.235 

,,,i 

14,588 '' 

Damaged Goods relumed .. 

2,695 : 

2,156 

Profit and Lou Account; 



Balance c/f. 

22,790 1 

18,232 

Profit for year .. 

.. ; 7,250 

5.800 !; 


' i 



j £25,485 

£20.388 


; £25,483 1 

£20,388 

- - - 

1 

LONDON y 

VCCOUNT 

IN BRANCH BOOKS 

i 1 




£A 



£A 

Damaged Goods returned .. 

t e 

2,695 

Balance b/f. 


18,233 

Balance c/f. 

.. 

22,790 

Profit and Loss Account - Profit 

1^ 

7,230 



£25.485 



£25,483 


The closing balance is represented by net assets of the branch, incorporated in the com¬ 
pany’s Balance Sheet, as follows: 

£A £ 

Freehold Warehouse 5,550 4,440 


Furniture, etc. 

£2,250 


£1,800 


Less Depreciation 

410 

1,840 

328 

1,472 




Debtors 


4,275 


3,420 

Stocks 

, . 

10,527 


8,421 

Cash 


1,548 


1,239 



23,740 


18,992 

Less Creditors 

225 




Commission 

725 

950 


760 



£22,790 


£18,232 


(2) In the London books the damaged goods are treated as returns from the branch, being 
credited to Branch Account and debited to Goods sent to Branch at the invoiced price, 
£2,156. The transfer to Trading Account in respect of Goods sent to the branch is thus 
£(33,440 — 2,156) = £31,284. 

In regard to the insurance claim, the Insurance company is debited with the £1,960, 
Purchases being credited with the cost price of the goods, £1,870, and Insurance and 
Freight Account with £90. The charges to Trading and Profit and Loss Account are 
accordingly reduced by these amounts. 

(3) The closing stock of the branch is reduced by the invoiced price of the damaged goods, 
vtr., £2,156 x fIS = £A2,695. 

(4) General Expenses charged in the head office Profit and Loss Account are reduced by 
the directors’ and audit fees, which are charged in the general Profit and Loss Account 
of the company. 
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(5) The profit for the year, before taxation, shown in the Profit and Loss Account is made up 
of: 


£ 


London Trading Profit 

. . 

13,818 

Australia Trading Profit 1 SI x £7,250 


5,800 



19,618 

Less Debenture Interest 

£600 


Directors’ Fees 

1,500 


Audit Fee 

315 




2,415 



£17,203 


(6) The charge to Profit and Loss Account in respect of the provision for unrealised profit 
is computed as follows: 

Branch Stock, £A 10,527 X i-n •- £8,421 

Goods in transit .. .. 1,628 


-tVo X £10,049 = £914 
Less Provision brought forward .. 896 

£18 


(7) Creditors and accrued expenses: 

London .. £17,471 

Australia (as in (1) above).. .. .. 760 


£18,231 


(8) Stocks: 

London .. .. .. .. £27,559 

Australia (as in (6) above) .. .. 8,421 

Goods in transit .. .. .. .. 1,628 


37,608 

Less Unrealised profit .. .. .. 914 


£36,694 



CHAPTER XI 


MECHANISED ACCOUNTING 

§ 1. Principles 

TTie aims and limitations of mechanised systems of accounting are well described in 
the following extract from the Report of the Mechanised Accounting Sub-Committee 
of the Taxation and Financial Relations Committee of the Institute of Chartered 
Accountants. 

The use of machines for accounting is not different in principle from the use of machines 
in a factory. The objects are to reduce the man-power required and time taken for a given 
process and to reduce the possibility of error; in other words, to increase efficiency. To 
achieve these objects machines tended by trained operators are used to carry out work which 
would otherwise require manual labour and mental exertion. Specialisation of function is 
developed extensively and emphasis is transferred from the skill of individual book-keepers 
to the control exercised over the feeding of material to machines and over their output. 
Ultimately, the purpose of accounting is to present information for the benefit of interested 
persons - whether shareholders, directors, managers or others - and for this purpose the 
personal skill of the accountant is essential. Mechanisation can be applied only to the 
accounting processes involved in preparing the material from which the final information 
can be presented. Accounting skill and effective control are vital. 

In deciding whether or not to mechanise it is necessary to consider what are the products 
of the existing system, in the form of accounting documents and records for internal and 
external use, and to ask the following questions: 

{a) Are those products actually used or necessary and, if so, do they satisfactorily fulfil their 
purpose ? 

(b) Would other documents and information be of value and, if so, could they be obtained 
from the existing system ? 

(c) Is the existing system capable of producing the essential records and documents at the 
time when they are required and at reasonable cost? 

{d) What are the possibilities of material variations in the load on the existing system and 
will that system enable substantial expansion of activity to be dealt with ? 

If the answers to those questions are satisfactory, further consideration of mechanisation 
is unlikely to serve any useful purpose. If the answers indicate that an improvement may be 
possible it is then necessary to analyse the accounting operations of the business and to 
consider whether mechanisation could effect the improvement. 

Accounting operations comprise four main processes carried out within a framework of 
accepted principles: 

(a) Recording transactions (for example, cash receipts and payments, purchases and sales). 
{b) Adding and calculating. 

(c) Sorting or analysing, including ledger posting. 

{d) Reproducing records (for example, copying of documents, preparation of sales ledger 
statements, trial balance). 

Machines are capable of carrying out all these processes, but it is not necessarily advan¬ 
tageous to use machines in all cases because, inter alia, it may not be possible to utilise time 
p 449 
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saved on manual operations in other profitable ways. Where the number of transactions is 
small, or where there are few entries of uniform type, mechanisation to any great extent is 
generally unsuitable. Mechanisation depends for its success on the grouping of transactions 
so that each group contains a large number of transactions requiring similar entries. Given a 
sufficiently large number of entries of uniform type, accounting processes can be mech¬ 
anised extensively. Each process should be examined and divided into its component 
operations, involving a review of peak loads and the collation of different operations which 
may consist in part of similar accounting processes. Care is necessary to distinguish between 
transactions that are genuinely identical and those that are only superficially so, and it 
should be borne in mind that abnormal items must usually be treated separately, probably 
by manual methods. 

From an examination in the foregoing manner it will be possible to decide whether or not 
mechanisation would be beneficial. Frequently it is found that whilst mechanisation would 
be helpful in certain directions, it is unnecessary or even undesirable in others and an en¬ 
deavour must be made to weigh impartially the advantages and disadvantages. Moreover, 
machines may be introduced for special purposes only, or for general convenience, without 
causing any major change in the accounting system. Examples of‘special purpose’ machines 
are cash registers for use in shops, postal franking machines, cheque-writing machines, time¬ 
recording clocks (attendance and job) for use in connection with the payment and analysis 
of wages. Examples of ‘general convenience’ machines are calculating, adding and listing 
machines, some of which require trained operators while others can be operated easily with¬ 
out special training. Even in the smallest of businesses the use of one (or more) ‘general’ or 
‘special purposes’ machine(s) has come to be regarded almost as a normal part of the clerical 
arrangements. 

In a limited sense mechanised accounting means the use of machines designed to 
carry out the routine processes of double-entry book-keeping. Of such processes those 
most amenable to mechanisation are the posting and balancing of the personal 
ledgers, the writing up of cash received and cash paid books coincidently with the 
preparation of official receipt forms and the drawing of cheques respectively, and the 
analysis and tabulation of data. 

The work of the book-keeper is, however, dependent upon many subsidiary pro¬ 
cesses which, in many cases, are carried out in the same office and to a certain extent 
(and subject to the limitations imposed by an adequate system of internal check) by 
the same clerks. These auxiliary processes include the preparation of advice notes and 
invoices for goods sold, the checking of invoices for goods and services purchased, the 
preparation of pay rolls (including the necessary P.A.Y.E. calculations) the main¬ 
tenance of stock records, the evaluation of stock inventories and many others which 
are all susceptible to mechanisation in some degree. In the fullest sense, therefore, the 
study of mechanised accounting includes a consideration of many different office 
machines and appliances. 


§2. Writing and Copying Devices 

In modem offices the use of the typewriter extends far beyond its original purpose of 
writing letters. ITie following developments and improvements of the original form 
of typewriter afford examples of the mechanisation of office routines: 
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(fl) The use of continuous or ^fan-fold' stationery in a machine adapted for the 
purpose facilitate such repetitive processes as invoicing. Much the same result is 
achieved by the use of forms fastened together in sets. A set of forms deigned for 
invoicing might comprise the following: 

(i) Invoice (Top copy, with suitable printed heding). 

(ii) Customer’s advice or delivery note. (First carbon copy also with suitable printed 
heading.) 

(iii) Warehouse advice note. (The second and subsequent carbon copies are flimsie 
on which a minimum of printed matter appears.) 

(iv) Posting slips. 

(v) Sales office copy (this may also constitute a form of sales day book.) 

Each form in a set bears the same serial number as its fellows. The use of different 
coloured paper helps to distinguish the various parts of the set and facilitates their 
subsequent distribution to the departments concerned. 

(b) Carbon smearing (‘carback’) on the back of all forms except the last of a set, 
makes the use of loose carbon papers unnecessary. This facilitates selective copying, 
as it is not always necessary to reproduce all the original data on every copy. For 
example, advice notes prepared as copies of invoices may omit the price of the goods 
and the amount of the invoices, dealing only with the quantity and description of the 
goods to be delivered. 

The method also results in a substantial saving of operator's time that would other¬ 
wise be occupied by inserting and removing loose carbon papers. As an alternative to 
the use of carbacked forms chemically treated paper is obtainable, such as N.C.R. (No 
Carbon Required) paper, which provides a copy of handwriting or typescript when 
brought under pressure. 

(c) Stencil copying. When more than a relatively small number of copies of an 
original document is required the typewriter may be used either to cut a stencil or 
plate or to back the original with a chemical negative from which copies may be run 
off on a spirit duplicator. The latter machine may be used to prepare copies of 
accounts and forms when the numbers required are not such as to justify the cost of 
orthodox printing. 

{d) Photocopying. The problem of storage space in offices handling a large volume of 
records has led to the practice of making and storing microfilm copies of all original 
documents. This is capable of being applied with equal facility to documents received 
from outside sources \e.g. suppliers’ invoices) as to internal ones ie.g. sales invoices). 
Carbon or other copies of documents produced in the office will be prepared in the 
usual way but can be destroyed after they have fulfilled their normal functions of 
providing posting media, etc. 

(e) *CoUating Carriage' typewriters are provided with a ‘front-feed’ in addition to 
the normal means of inserting forms at the rear of the roller platen. This enables one 
form or set of forms to be retained in the machine and thus to record a series of 
transactions while other forms are inserted before and withdrawn after each single 
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entry. With the addition of suitable adding mechanism such a typewriter becomes a 
book-keeping machine; without this facility it can nevertheless be used for many sub¬ 
sidiary book-keeping processes, e.g., receipt writing combined with the preparation of 
a cash received sheet, cheque writing combined with the preparation of a cash 
paid sheet, etc. 

The application of such a method to the recording of cash receipts produces at one 
operation four distinct records, as follows: 

(i) Receipts. These are printed either in sheets of 20 or more or as a continuous roll 
or fan-fold. As part of the system of internal check, the serial numbers are 
printed on the receipts but are typed on the control sheet (cash received book) by 
the operator. 

(ii) Po.sting Slip. This, like the receipt form, is perforated between each entry so that 
the slips can be sorted into account order and distributed to the various ledger 
keepers. 

(iii) Cash Received Book. This is the ‘control sheet’ since it receives the full record. 
The entries here are in single spacing, although on the receipt fornis they are 
about one inch apart. Each receipt and posting slip may be detached after comple¬ 
tion but the control sheet remains in the machine and is spaced up to receive the 
next entry. 

(iv) Bank Pay In-Advice. This is used only where the customers pay by cheque. 
Where there are also many cash items for which receipts have to be given, they 
will preferably be dealt with separately, possibly by a form of cash register. 

If the machine is fitted with suitable ‘adding boxes’ or incorporates sufficient 
registers, the ‘amount’ and ‘discount’ columns in the cash received book will be 
totalled automatically. 

A book-keeping machine that is provided with a typewriter keyboard may be used 
for receipt-writing or cheque-writing and on the more comprehensive accounting 
machines these functions may be combined with ledger posting. Thus two more docu¬ 
ments are added to the list of those created; these are a ledger account (perhaps to¬ 
gether with a statement or remittance advice) and also a ledger posting summary. The 
ledger card is set up beside the receipt (or cheque) and collaled stationery, and the 
figures are transferred mechanically across to the ledger card. This automatically 
ensures agreement between the amount shown in the cash book and the amount 
posted to the ledger. The posting slip, that would otherwise have been produced as a 
carbon copy of the receipt or cheque, is then unnecessary. 

if) * Split Platen' typewriters and accounting machines enable two forms to be in¬ 
serted side by side in the machine so that they can be spaced up either independently 
or in unison. This is not to be confused with the front feed or collating carriage; in 
certain types of apparatus the two features are found in the same machine. 
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‘Peg Board' methods enable many of the principles of mechanised accounting to be 
applied manually. The peg board is a comparatively simple device which enables forms 
to be superimposed on each other in the position required by the operator and to 
retain their relative positions while each entry is made. The method may be explained 
in relation to a process for which it has proved particularly suitable - the preparation 
of pay sheets and income tax (P.A.Y.E.) records: 

Three forms are normally used: 

(i) Employee’s personal record which, by arrangement with the Inland Revenue is an 
approved alternative to the tax deduction card normally used. Each sheet con¬ 
tains a complete record for one fiscal year of the pay and tax deductions of the 
employee to whom it relates. 

(ii) Pay roll, recording the pay and tax deductions of all employees for one week. 

(iii) A carbon copy of the pay roll perforated between each line of entries so that the 
details applicable to each individual employee can be detached and inserted in 
his pay packet for that week. 

(ii) and (iii), interleaved with carbon paper, are placed on the board and remain in 
the same position until the whole page or the entries for the week have been com¬ 
pleted. The personal record (i) for the first employee on the pay roll is then placed 
over (ii) so that the spaces in which the entry is to be made come into alignment. 
A sheet of carbon paper has, of course, previously been inserted between (i) and (ii). 
After the appropriate entry has been made, this personal record sheet is removed 
and the next one inserted one space lower on the board, the tax calculations and 
entry for the second employee are completed, and so on. 

The advantages of such a method are not restricted to time saving. Errors that 
might be involved in the normal process of entering gross wages on tax deduction 
cards and then transferring the tax deduction back to the pay roll are eliminated. 
Automatic agreement of the tax deduction for the year as shown by the individual 
records and in the financial books should be secured. 

Further examples of the mechanisation of those processes which involve writing or 
some similar record are: 

(1) Cheque writing machines, which by the use of spa:ial pin-point type and/or acid 
proof ribbons cause the wording to be impregnated into the body of the paper on 
which the cheque form is printed. An unauthorised alteration of a cheque already 
drawn is thus made impossible. 

The system of internal check must be such that the stock of unused cheque forms 
is in responsible custody and the use of the machine is strictly controlled. 

(2) Cheque signing machines which enable a facsimile signature or signatures to be 
applied to batches of cheques and other documents. A very strict system of control 
is of course essential and the bank on which the cheques are drawn will normally 
require an indemnity against losses arising from the unauthorised use of such a device. 
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It may be possible to provide for the paying bank to be given lists of all the cheques 
signed in this way before they are issued, so that they can be checked by the bank 
against such lists before they are paid. 

(3) Addressing machines designed primarily to facilitate the rapid addressing of 
correspondence, circulars, etc., (and providing at the same time a convenient perm¬ 
anent record of names and addresses) but having uses that go far beyond that original 
purpose. The data are recorded on a stencil or metal plate of convenient size and the 
stencils thus prepared provide a form of ‘card index’. In company share registration 
work where this system is used, the stencils will provide the master record of share¬ 
holders’ names and addresses; on receipt of a notice of change of address the old stencil 
is withdrawn and a new one prepared. They can be used for writing up the first 
column of dividend lists, as a basis for the annual return, for inserting names and 
addresses in the two parts of dividend warrants and for many other purposes in 
addition to the routine task of addressing envelopes either to individual members or 
to the shareholders (or one class of them) as a whole. 

§3. Adding and Calculating Machines 

Machines which add or subtract figures, giving a result which can be read from the 
machine but do not produce a permanent record of the amounts or the result con¬ 
stitute the first type of adding machine to be considered. 

These machines normally have a full keyboard, as illustrated on page 455, and the 
result appears in a row of small ‘windows’ at the foot of the machine. The simplest 
models have no operating keys other than the number keys shown in the diagram plus 
a lever for ‘clearing’ the machine at the end of each operation. The depression of 
a key or a group of keys operates the mechanism directly and the result (i.e., the sum 
of all the numbers or amounts recorded since the machine was last cleared) appears 
at once in the windows. 

With such a machine subtraction has to be effected by adding the ‘complement’ of 
the number to be subtracted, this being the difference between 9 for each digit and 
the number itself. Thus the subtraction of 231 from 698 is obtained, in effect, by 
adding 768 (i.e., 999 — 231) to 698. The result (1,466) given by the machine has to be 
corrected by discarding the first digit, 1, and adding 1 to the final digit, giving the 
correct result, 467. 

Other machines may be provided with several operating keys in addition to the 
number keys as shown in the diagram. With these a number is first ‘set up’ by de¬ 
pressing the number keys and is then added to the existing total by pulling a lever in 
a hand operated machine or depr^sing a motor bar in one pirovided with an electric 
motor. With such machines direct subtraction is usually possible, a ‘subtract’ operat¬ 
ing key being provided. 

lUustration (1) 

The number and position of the operating keys vary atxording to the make and purpose of 
the machine. The keyboard illustrated here is suitable for an adding-listing machine. 
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Form of Full Keyboard 



Adding machines with a full keyboard (and particularly those with a direct action, 
such as the Comptometer) can be used for multiplication and division by the process 
of repeated addition or subtraction, as explained below. 


Half Keyboard Machines 

A type of adding machine that is becoming increasingly used in auditing practice 
because of its lightness and compactness (it fits into a very small attach^ case) has a 
keyboard on which five rows of numbers appear instead of nine, the highest digjt 
being 5 (with a 6 in the pence column). Amounts containing higher digits than 5 are 
obtained by successive depression of the appropriate keys {e.g., 7 by recording 4 and 
then 3, and so on). 

Adding-Listing Machines 

For many ofiice routines a machine which produces a typewritten record (usually on 
a roll of paper which can be tom off at the conclusion of each operation) is much 
more useful than a simple adding machine. Such a machine normally records 
amounts only, but sometimes has a ‘split keyboard’ which, in combination with a ‘non¬ 
add* control enables, say, the first three columns of figures to be recorded as reference 
numbers, which are not added, while the rmaining columns deal with the amounts in 
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the usual way. The machine may also have a platen, like a typewriter, so that forms 
can be inserted instead of the roll of machine ‘tape’. 

The action of an adding-listing machine is always two-fold, i.c., the amount is first 
set up on the number keys and the depression of a separate operating key or handle 
then causes the amount to be typed and to be added to the total already recorded in 
the mechanism. (In some modem machines the use of a separate operating key is 
made unnecessary by what is known as the ‘live keyboard’ feature. Every key on the 
number keyboard has two pressures; the amount is set up in the normal way on the 
first pressure but the second pressure is exerted on the last key to be set up, and this 
causes the whole amount to be added.) The result of the addition, however, is not 
visible at this stage but is obtained when required by depressing a total or a sub-total 
key. In the first case (total key) the total is typed at the foot of the column and is then 
cleared from the machine. In the second case (sub-total key) the total is printed but 
remains in the machine and will be included in some subsequent total or sub-total. To 
avoid confusion different symbols are printed automatically against each total or sub¬ 
total. Even so it is always advisable to commence a new list by depressing the total key. 
Assuming that the machine has been properly cleared at the end of the previous 
operation a 0 followed by the ‘Total’ symbol will be printed. This precaution is un¬ 
necessary if, as is becoming more usual, the machine is equipped with a ‘clear’ symbol 
to indicate that it was empty when the first item was entered. This symbol appears 
against the first item to be listed following the totalling and clearing of the previous 
list. 

Adding-listing machines are particularly useful for the operation of ‘pre-listing’ 
which is an essential part of mechanised ledger posting systems (^.v.). 

Twelve-Key Keyboard 

Although many adding-listing machines have the full keyboard, the fact that an 
amount has to be set up before the actual operation is effected has made possible the 
twelve-key keyboard shown in the following illustration. 

Illustration (2) 

The keys appropriate to a number are depressed in their natural order, e.g., to set 
up £1,023 6s. 7d. the keys 1, 0, 2, 3, 0, 6, 7, are depiessed in that order. It will be 
observed that where the number of shillings is below 10, the cipher (0) key has to be 
used in the ten shillings position; if the keys 1,0, 2,3,6,7 had been pressed the result 
would have appeared as £102 16s. 7d. (in the antepenultimate position any key other 
than 0 records as 1). Depression of the -f bar on an electric model or the pulling of 
a handle on a manual machine will cause the amount to be typed and recorded in the 
adding mechanism. The next amount set up will be typed and either added to or 
deducted from the existing total according to whether the -f or — key is depressed. 
In fact, apart from the routine of setting up an amount, the operation of the machine 
is similar to that of the fuU keyboard type. 

Other operating keys, in addition to -f and — provide either a total or a sub-total; 
*non-add’ (e.g., an amount is typed but not added to the existing total, which remains 
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undisturbed); ‘whole number’ which cuts out the shillings and pence and which in 
conjunction with the non-add mechanism also enables reference numbers to be 
recorded; and ‘correction’ which enables a number which is known to have been 
wrongly set up to be deleted before the adding mechanism is operated. Where an 
error is discovered after an amount has been added in it can only be corrected by 
subtracting the same wrong amount or by clearing the machine and starting again. 

A disadvantage of this keyboard as compared with the full keyboard is the fact 
that all ciphers have to be recorded, whereas on a full keyboard model they are 
ignored. It has the advantage of compactness and an unskilled operator can use it 
with ease and speed. 

Duplex Machines 

A machine with two distinct adding mechanisms or ‘registers’ is known as a duplex 
machine. It has many advantages as compared with a simplex or single register 
machines. For example, a simple analysis may be made of amounts under two 
headings, with their respective totals or amounts which commonly go in pairs, such 
as cash and discount or goods and purchase tax, may be listed in two columns at the 
same operation. Alternatively, by automatic transfer of totals from one register to the 
other, die machine may be used to list items in a number of different batches and to 
give a grand total automatically. 

Splits 

As an alternative (or in addition) to the provision of two or more distinct adding 
mechanisms, it may be possible to ‘split’ one mechanism into two or more sections. 

N2 
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Most adding machines have a capacity far in excess of the amounts normally listed 
on them, e.g., the capacity of a machine may be £9,999,999 19s. lid. in the amount 
keys, with one or two additional columns in the ‘total’ register, whereas the amounts 
listed may rarely exceed £100. It is possible by a ‘split’ mechanism (which may be 
either fix^ or variable) to secure that, say, the four left hand columns do not receive 
any carry over from the columns to their right. The left hand group of figures may then 
be used to record a reference number or quantity while the remaining columns to 
the right of the split deal with the amounts in the usual way. 

A ‘cipher split’ has the effect of eliminating all O’s from the shilling and pence 
columns, except where an amount of lOs. is involved. This enables the ‘pounds* 
columns of the machine to be used for listing and adding whole numbers. 

When the adding mechanism is incorporated in an accounting machine the process 
of splitting may be varied according to the position of the carriage of the machine at 
any given time. In some columns the machine will then record whole numbers only 
and in others full amounts in pounds, shillings and pence. The mechanical device 
which secures this result is known as hammer blocking. 

Calculating Machines 

Calculating machines fall into two main groups, the full keyboard type and the 
barrel type. 

A full keyboard machine is an adding machine of the direct operation type (e.g.. 
Comptometer) on which a group of keys constituting a number (or amount) can be 
depressed rapidly from one to nine times, according to the mutliplier. Movement of 
the operator’s fingers from left to right or vice versa reflects, as it were, the positions 
of the decimal point in relation to the various digits in the multiples (1234 multiplied 
by 56 being the same as 12340 multipled by 5 plus 1234 multiplied by 6). Division is 
similarly effected by a process of repeated subtraction. For satisfactory results the 
services of a highly trained operator are required; given this, all ordinary commercial 
calculations can be carried out with extreme speed and accuracy. 

Machines of the barrel type also operate by successive addition (which is, of course, 
the basis of all multiplication), but this is effected in a different way. In the first place 
the multiplicand is set up in the machine by moving levers or depressing number keys, 
which causes a row of cogs to emerge to a greater or less degree from a cylinder. This 
mechanism is, of course, under cover and cannot be seen during the ordinary opera¬ 
tion of a machine; a brief account of the mechanism is necessary, however, to explain 
the method. 

The cylinder can be rotated either by turning a handle or by depressing one of a 
second set of number keys which causes an electric motor to rotate it the required 
number of times. At each rotation the cogs that have emerged from the cylinder 
engage with the teeth of what is, in effect, an ordinary row of adding wheels which 
can be observed through the result windows of the machine. This part of the mech¬ 
anism slides from left to right according to the position in the multiplier of whatever 
digit is being dealt with. Thus to multiply 7654 by 32, the multiplicand 7654 is first 
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set up on the machine, the barrel is rotated twice in the units position and the slide 
is then moved one place to the right before the barrel is again rotated three times. 

Rotation in the reverse direction subtracts. Decimalisation is essential; the machine 
cannot set up or cope with shillings and pence. 

The number of turns of the barrel in successive positions of the slide is recorded in 
a further row of dials which for multiplication show the number of positive turns but 
for division can be altered to record positively the number of negative turns. Thus at 
any given time the machine shows, in relation to multiplication: 

(i) The multiplicand that was set up in the machine; 

(ii) The multiplier (i.e., the number of rotations of die barrel); 

(iii) The result: 

and in relation to division: 

(i) The dividend that was set up in the machine; 

(ii) The divider (?.e., the number of negative or subtractive rotations of the barrel); 

(iii) The result. 

All these dials must be cleared before the next operation is commenced, unless the 
multiplicand (or dividend) is common to more than one set of products, when it is 
possible to pass from one multiplier to the next without clearing. 

For example, suppose it is desired to calculate a dividend of 21^ % on holdings of 
125,140,150 and 175 shares. 21| per c^nt. is expressed as a decimal *2125 and set up 
as the multiplicand. The first result is obtained by multiplying by 125. Without 
clearing the machine, five additional turns in the units position plus one in the tens 
position show the result for 140 shares; one more turn in the tens position converts 
this into 150 and so on. For repetitive calculations of this sort or for calculations in¬ 
volving large numbers (the capacity is often 999,999,999 x 999,999,999) these 
machines are unrivalled. 

§4. Ledger Posting Machines 

Machines of this kind usually combine some of the characteristics of typewriters and 
adding machines. In early models an ordinary type-writing mechanism was provided 
with ‘adding boxes’ which added or subtracted amounts as they were typed. The 
operator had to read the result from the dials of the adding box and type it on to the 
form or account. Modem machines perform the mathematical processes, tabulate to 
the correct positions for the successive operations and type the results (/.e., the new 
balances on the accounts) automatically. They also provide a control sheet or record 
of all the postings in a batch and total and ‘prove’ this automatically. 

Where a full typewriter keyboard is provided the figuring is usually done by a row 
of number keys (one for each digit) operating in the same way as the twdve figure 
keyboard. Alternatively a full number kt^board may be provided in conjunction with 
a limited number of keys which use a few standard abbreviations such as CSH, DIS, 
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GDS to record the narration. Some machines have full keyboard and typewriter. 

Any form of mechanical ledger posting is based on the principle of the ‘slip 
system’, i.e., the ledger is ‘posted’ from the original documents or copies (posting 
slips) while the control sheet, which is a carbon copy of the whole of a batch of 
postings, takes the place of the day book and provides the nec^sary totals for com¬ 
pleting Control Accounts and impersonal ledger postings. Where two copies of the 
ledger account are made one serves the purpose of a monthly statement (sales 
ledger) or payment advice note (bought ledger). Different machines and systems vary 
in some respects, but the following may be regarded as typical. 

A machine posted ledger differs from the orthodox form of handwritten ledger in 
that it shows the balance on each account after each posting (or batch of postings to 
the same account on the same occasion). The first operation, therefore, is the ‘picking 
up’ of the existing balance; the amount being posted is then added or, where appro¬ 
priate, subtracted. 

In the case of a sales ledger, the existing balance is normally a debit balance, which 
is increased by debit postings for goods sold and reduced by credit postings for cash 
received and discount allowed. An adding mechanism, known as a ‘crossfooter’ 
receives the amount of the ‘pick up’ {i.e., the old balance) adds to it any amount now 
recorded in the debit column, deducts from it any credit posting, and causes the result 
to be recorded in the balance column, where it represents the new balance of the 
account. A special routine may be necessary to pick up old ‘credit balances’ on a 
Sales Ledger Account. 

It must be borne in mind that the terms ‘debit’ and ‘credit’ have no meaning, in 
themselves, in relation to adding mechanism; amounts are either positive or negative, 
and are added or subtracted accordingly. A Bought Ledger Account normally has a 
credit balance to which credit postings have to be added while debit postings are, in 
this case, negative. Where the same machine is used for bought and sales ledger 
postings it is often found, therefore, that the bought ledger cards are printed in 
reverse, in the following form: 


Date 


Narrative 


Credit 


Debit 


Balance 


This avoids frequent alteration of the set up of the machine. 

Sources of Error 

So far from eliminating all possibility of error, a machine system may introduce some 
new ones (e.g., in the pick up of the existing balance, which does not arise when ledgers 
are posted by hand). Any well designed system, however, is provided with a number of 
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checks, which enable errors to be detected and rectified almost as soon as they have 
been made, and the reduction in the physical and mental burden of writing and 
arithmetic reduces the chances of errors being made. The following are the more 
important sources of error and the steps which should be taken to prevent or detect 
them. 

(1) The operator may select the wrong ledger card and then post to the wrong 
account. This risk can be minimised by: 

(a) Sorting the posting media into account order before a batch of postings is com¬ 
menced and either ‘stuffing’ them into the appropriate places in the racks of cards 
or ‘pulling’ all the cards required in advance. 

(b) Providing suitable racks or trays which facilitate the handling and selection of the 
ledger cards. 

(c) By giving each account a number, which is made part of the typed record of each 
posting. If the wrong card is used a ‘wrong number’ will show up in the account 
number column of the ledger card. The operator must, of course, be trained to type 
the account number from the posting medium and not from the card itself unless 
the machine is of the type in which the card, after insertion, is not visible to the 
operator. 

It may be noted that unless the account name (only possible with full typewriter 
keyboard machines) or number is made an integral part of each posting, the control 
sheet will only constitute an imperfect day book, for the amounts appearing on it 
will not be identified with the accounts to which they relate. 

(2) The existing balance may be picked up incorrectly, giving rise to a correspond¬ 
ing error in the amount of the new balance. 

Different systems overcome this in different ways but most depend on the ‘double 
pick up’, i.e., after the posting has been completed, but before the card is withdrawn 
from the machine, the old balance is picked up again. In some systems the machine 
has two crossfooters, one of which receives the first pick up and the other the second 
(as a negative amount); the other operations (i.e., the postings themselves) are received 
by both, but one records negatively what the other records postively and vice versa. 
Thus, provided the same old balance was picked up on each occasion, the new 
balances recorded by the two crossfooters will be equal in amount but opposite in 
sign. In the clearing of the machine when the card is withdrawn the one balance is 
added into the other, cancelling it and causing a ‘O’ (or ‘OT’) to be printed on the 
control sheet; this is therefore knovm as the ‘cipher proof’. If the two pick ups were 
not of the same amount the final balances would differ and some amount other than 
‘O’ would be printed. Of course, if the operator were to take the second pick up from 
the entry just made for the ‘old balance’ there would be a compensating error and the 
check would be valueless. It is therefore, usual to find that the record of the first pick 
up is not visible when the second pick up is made, and whereas the first pick up comes 
at the beginning of the sequence, the second is made to come at the end. 
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(3) The amount to be posted (say of a sales invoice) may be copied incorrectly from 
the posting medium. 

This is detected by the process of ‘pre-listing’ - i.e., the amounts only of the batch 
of posting media are run off and totalled indq)endently on an adding-listing machine. 
The system of internal check is strengthened if the pre-list is prepared by someone 
other than the ledger posting machine operator. 

In addition to the crossfooter the machine may be provided with one or more 
‘registers’ each of which totals all the amounts entered in one particular column of 
the control sheet. When the invoices have been posted the total of the sales ledger 
debit column postings can be compared with the pre-list and unless compensating 
errors have been made an error in posting will be revealed. 

Control Accounts 

An overall check on the accuracy of the ledger postings is obtained by maintaining 
Control Accounts which follow the ordinary principles of self-balancing ledgers. The 
control sheet totals for each batch of postings provide the amounts to be posted to 
the Control Accounts. 

Where large numbers of accounts are concern^ they should be controlled sec- 
tionally; otherwise the time spent in looking for a difference may outweigh the 
advantage of keeping Control Accounts. 

It must be remembered that while each control sheet shows the new balance on the 
accounts affected by that batch of postings it does not give a complete list of all 
balances on accounts in that ledger or section. The ledgers are therefore ‘balanced’ 
against the Control Account by running out the balances on an adding-listing 
machine. This cannot usually be done more than once a month so that a Control 
Account does not provide a day by day check on the accuracy of the entries. 

Double Run 

Instead of taking a carbon copy of the ledger card as a statement (or vice versa\ the 
statement can be prepared independently by a saxind operator using the same posting 
media. This strengthens the system of internal check and is much used by banks for 
preparing customers’ statements (which are not then carbon copies of the ledger 
accounts but independently produced records). With such a system the double pick up 
of old balances and the pre-listing of posting media become unnecessary, and an 
effective check against posting to the wrong account is obtained. 

§ 5. Punched Card Systems 

Accounting machines can be divided broadly into two main categories, firstly, there is 
that group comprising machines which are usually key-operated and which simulate 
the manual book-keeping processes but relieve the operator of the mental arithmetic, 
and secondly, there is the punched card group. In the latter class the basic data is first 
recorded in the form of perforations in cards which, subsequently, are manipulated 
entirely mechanically and automatically. 
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In punched card systems one card is normally used to record the basic data relating 
to one transaction and it is the location of the perforations that gives them a cor¬ 
responding numerical or alphabetical significance. 

The cards can be mechanically sorted into any desired grouping and subsequently 
passed through a tabulator which ‘reads’ the perforations and prints the information 
on to the usual accounting forms, invoices, statements, ledger sheets, etc. Addition or 
subtraction can be carried out simultaneously with the printing operation. 

The great advantage of the punched card technique is that once the card is punched 
and verified an accurate and unalterable record is established from which any 
accounting or statistical statement can be rapidly obtained mechanically. The auto¬ 
matic machines used for processing the punched cards eliminate the human element 
almost entirely and function at very high speeds. 

The Cards 

The recording capacity of the cards is expressed in columns and the ‘standard’ size 
card (TSIS" x 3*25*) is capable of holding 80 columns of information. From top to 
bottom each column - on each card - has twelve punching positions. They are usually 
designate! A, B, C, 1,2,3,4, 5,6,7, 8 and 9, and can be used singly to record twelve 
base numbers such as the months of the year or 0-11 pence. 

Alternatively, the 1-9 positions are used to record 10 base numbers (it is not 
essential to punch zeros in some systems) and the upper A, B, C, positions can be 
allocated values of 10, 20 or 30, so in conjunction with a lower hole any value from 1 
to 39 can be accommodated in one column. The days of the month are frequently 
recorded in this manner. 

Perforations to represent the letters of the alphabet and special signs are made in the 
same way, Z for example (the 26th letter), being punched as a combination of the B 
and 6 positions. 

Cards known as ‘dual purpose’ cards are frequently used as original documents 
(stores requisitions for example). They are first written out and later the same in¬ 
formation is punched in the same card form. 

Punching the Cards 

Perforating the cards to correspond with the original data is accomplished in a variety 
of machines which are described in later paragraphs, but it is simpler first to describe 
the one machine which is essential in most installations but which is used to a lesser 
degree in those which are highly mechanised. This is the Universal Automatic Key 
Punch, which is operated much in the same way as a typewriter but it punches holes 
instead of writing characters. Also, it is power-driven and this enables the operator to 
repeat such items as the date into any number of cards. 

There is also a manually driven Hand Punch but this is only used for very short 
runs or for making corrections. 

The pundiing of cards by means of these machines is the only operation in the entire 
system which is dependent on manual dexterity. It is, however, extremely rapid and 
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provided the information is presented in suitable form and order, can be faster than 
any other means of original recording. It is customary therefore to have such items as 
account number, commodity number, etc., already coded and recorded on the original 
document ready for the Punch operator. 

Verifying 

Since the original cards will be used to produce mechanically all subsequent records 
it is essential for the accuracy of the initial punching to be ensured. There are several 
ways of achieving this, but for checking original punching the usual principle that two 
operators will not repeat the same mistake is followed. 

In one system the first punching produces round holes. A second passage 
through the punching machine with a control lever set to ‘verify’ causes the 
original holes to be ‘ovalised’ if the second operator depresses the same keys as the 
first. If there are any differences in the two sets of depressions some round holes will 
remain. 

The batch of cards is then passed through an Automatic Verifier which detects cards 
with errors and inserts a signal card to indicate their location so that they can be easily 
extracted and corrected. 

There is also a Hand Verifier, a very simple machine, which locks if the key de¬ 
pressions made by a second operator do not correspond with the holes made by the 
first. Such machines are only used for small quantities of work. 

Sorting 

Having been punched and verified the cards form a medium which can be processed 
physically rather than by the mental processes usually associated with book-keeping. 
They can be mechanically sorted and re-grouped as often as may be required and it is 
this facility of automatic sorting that provides the great advantage of punched card 
systems. 

Thus after tabulating invoices when the cards may be in no particular order, they 
can be sorted at speeds of up to 60,000 per hour, into say. Commodity order or Sales¬ 
man’s order for the preparation of statistics. 

Sorting is done column by column, so if account numbers run to four digits (9999) 
it is necessary to run the cards through the machine four times, in each run, the 
machine groups all cards with a common number in the column being sorted and at 
the same time puts all groups into numerical sequence. 

Tabulating 

After the punched cards have been sorted into the required sequence and grouping 
they are ready for the third (and usually, final) operation known as ‘tabulating’, a 
term which covers the mechanical production of the various accounting records from 
the punched cards. 

The cards are fed into the Tabulator, which automatically senses the perforations in 
the cards and prints, in normal characters, all the information punch^ in each card 
on continuous forms, loose leaf sheets or, in fact, any orthodox business stationery. 
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Simultaneously the Tabulator accumulates quantities and amounts (both debit and 
credit) and automatically prints totals and balances where required. 

The punching in all the columns of each card is sensed simultaneously and one com¬ 
plete line of type representing all the information punched in a card is printed at one 
stroke as compared with the step by step methods of manual or other machine 
methods. 

In one system the wide flexibility of application of the Tabulator is achieved 
by the ‘Connection Box’ which controls the location of the printed result in relation 
to the perforations in the cards. By means of the Connection Box the order in 
which the printed information appears may be varied from the sequence in which it 
is punched; for example, the information punched in column 1 of the card may be 
printed in, say, column 4 of the tabulation. In some installations a number of different 
tabulations, such as invoices, statements or payroll may be produced with one Con¬ 
nection Box; in others there may be several. In any case the boxes provide a means of 
changing the set up of the tabulator which can be carried out in a few seconds and 
which cannot be done incorrectly. 

Ancillary Machines 

The machines already described, i.e., the Punches, the Sorter and the Tabulator, are 
the basic machines in all punched card installations and comprise the essentials. The 
punches described, and to a lesser degree the sorters, are now largely supplemented by 
other ancillary machines which make the processing even more automatic. 

The Reproducing Punch 

This machine reproduces punched data from one set of cards into a new set. Thus un¬ 
changing data in, say, payroll cards, man's number, man’s name, department, rate of 
pay, etc., can be reproduced from last week’s cards into those of the current week 
without manual effort. 

Electronic Calculator 

This machine, which works at very high speed, replaces an earlier mechanical model 
and is used for extensions and cross-adding or deduction. It will, for example, sense 
from a punched card an employee’s rate per hour and hours worked, multiply the two 
and punch the product into the same card. Simultaneously, bonus items could be 
added and tax deducted to arrive at the net wage. 

Summary Card Punch 

This is an entirely automatic slave machine which is coupled to a Tabulator. As the 
latter machine lists out and adds information from groups comprising maybe hun¬ 
dreds or thousands of detail cards, every time it strikes a total or balance, the 
Summary Card Punch punches a card to correspond. This greatly reduces the number 
of cards to be subsequently tabulated for further summaries or analyses. 

The Interpreter 

The Interpreter prints, on the face of a punched card, an interpretation, in ordinary 
characters, of the perforations in the card. Special models of the Interpreter provide 
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for ‘posting’ the interpretation of the punched card on to another card immediately 
following. It can thus be used, for example, for the posting of periodical payments to 
card records. 

The Interpolator 

This machine is designed to save sorting time and will accomplish in one passage of 
the cards what a Sorter may require several to do. It will, for example, in one passage 
interpolate opening balance cards into another pack comprising account movement 
cards, and should there be cards for unmoved balances they will be ejected. It is used 
for any work where matching (or marrying) is involved or for the segregation of un¬ 
matched cards. 

Applications 

The punched card machine installations differ from those with key operated machines 
in one important respect, namely, that it is unusual to find one installation devoted 
to one class of work. Except in very large organisations, therefore, one installation will 
be found to be doing quite a number of jobs such as invoicing, ledger posting, stores, 
payroll, and so on. The punched card lends itself to this way of working as once it has 
been punched it can be re-analysed for any number of tabulations and so it is quite 
usual to find invoicing and stores accounts, for example, produced from the same 
initial cards. 

Invoicing 

There are various methods of preparing invoices with punched card machines and 
naturally the procedure will vary according to the nature of the business but all, 
broadly, involve the use of: 

(a) Name and Address cards, one card for each line and one set for each customer. 

(b) Item cards, /.c., one card which will print one line, for every item to be included on 
the invoice. 

The Item cards can be prepared in a number of ways, the simplest being to use a 
pre-printed salesman’s order for the original data and to punch the cards on an 
Automatic Key Punch. 

If an electronic calculator is available it can be used to extend the price by quantity 
automatically. Similarly, discounts can be calculated and deducted from the gross 
value. 

It may be possible to assemble the Name and Addr^s and Item cards as the work 
proceeds or they may be sorted together mechanically. In any case, the grouped cards 
are then passed through the Tabulator to print out the invoice. The machine adds the 
values and prints out the totals automatically. 

Simultaneously, a coupled Summary Card Punch will perforate a summary card 
which will contain all the identifying matter. Account No., etc., and the total amount 
to be debited to the customer’s account. This summary card is filed until the appro¬ 
priate time when it will be used for the preparation of the ledger account and state¬ 
ments. 




The vertical lines divide the card into the appropriate ‘fields’- in this case Account 
No., Date, Name or Description, Reference and Amount. The number of columns 
provided in each field is determined by the size of the organisation and the nature of 
the transactions that must be recorded. Thus, this card can record transactions con* 
ccrning up to 999,999 different accounts in amounts not exceeding £99,999 19s. llfd. 
for any one transaction. In addition to the field of alphabetical or numerical data, the 
two top horizontal rows can be used as controls in those columns in which they 
would otherwise be ignored. A good example of this is afforded by the DR. and CR. 
in columns 35 and 37 of the above card. The hole in the top row of column 35 not 
only records that the balance brought forward was a debit but in the subsequent 
operations of ledger posting for which this card will be used will activate the adding 
mechanism accordingly. 

For ledger posting work a card similar to the above must be prepared for each 
entry to be made in the account. The principal debit cards, i.e., those for goods 
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supplied, will be available as a by-product of the invoicing process, as mentioned 
above. Other cards for Cash, Discount Allowed, Journal, etc., are usually punched on 
the Automatic Key Punch. For the time being these cards, which are stored in con¬ 
venient trays, constitute the current ledger. The actual work of reproducing the ledger 
in written form is normally a monthly routine which is made to coincide with the 
preparation of customers’ statements in the case of the sales ledger or payment advice 
sheets in the case of the bought ledger. There are two procedures in common use - the 
‘open item’ method and the ‘balance card’ method. 

Open Item Method 

All the cards relating to each account are filed together in trays until a remittance is 
received (or, in the case of the bought ledger, a payment is made) which relates to 
specific items in the account. The cards for these specific items are then withdrawn or 
‘pulled’ from the ‘unpaid’ tray and tabulated with the cash (and discount if applicable) 
card to prove by revealing ‘nil’ balances that the correct cards have been pulled and 
that the correct amount has been received or paid. The cards that have been pulled 
are then filed away in a ‘paid’ tray. 

Where a payment ‘on account’ is received so that it does not clear specific items, the 
cash card itself is filed in customer and date order in the ‘unpaid’ tray. 

At the end of the month, the cards in the ‘unpaid’ tray are merged with the name 
and address cards, this process being carried out most efficiently by the use of an 
‘interpolator’ particularly where many of the accounts may not be ‘active’ each 
month. Name and address cards, arranged strictly in account number order, are 
inserted in the machine at one end while the pack of ledger cards, also in account 
number order, is inserted at the other end. The machine senses the account number 
holes in the first (/.e., bottom) card of both packs. If they agree all the name and 
address cards followed by all the account cards relating to that one account are 
directed into one ‘box’ while if they do not agree (because the first name and address 
card is for an account for which there are no cards in the ‘unpaid’ ledger pack) the 
name and address cards only are discarded into a second box. The same machine is 
later used to separate the name and address cards from the account cards. 

When all the ‘unpaid’ cards have been merged with name and address cards they 
are tabulated to produce a separate statement in duplicate for each customer. The 
tabulator automatically calculates and prints the balances and accumulates them to 
provide at the end of the run a grand total for agreement with the Ledger Control 
Accounts. 

After the statements have been tabulated, and the name and address cards have 
been sorted out of the pack, the other cards are returned to the ‘unpaid’ tray and these 
constitute, in effect, the opening balances ready to recommence the cycle of operations 
next month. The carbon copies of the statements are filed in a sales ledger binder but 
these copies only show outstanding items on each customer’s account and do not give 
any record of cash payments and completed transactions. To provide this information 
the cards from the ‘paid’ tray are posted by the tabulator on to individual customers* 
History Sheets, which are, in effect, the sales ledger record of all past and settled 
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transactions. After this posting has been completed all the ‘paid’ cards are filed away 
and are available for providing any statistics which may subsequently be required. 

When the open item method is used ‘balance’ cards such as the one illustrated above 
will be prepared only in exceptional cases. 

Balance Card Method 

All the cards relating to each sales ledger account for the current month, including 
those recording cash settlements and a balance card recording the opening balance, 
are filed in the current ledger tray in account number order. At the end of the month 
they are merged with name and address cards and tabulated to produce a statement 
in duplicate, the total of the balances also being accumulated in the tabulator and 
agreed with the Control Account. The top copies of the statements are despatched to 
the customers while the carbon copies are filed to provide the permanent Sales ledger. 

New balance cards having been prepared (if a Summary Card Punch is connected 
to the tabulator they will be prepared automatically; if not they must be punched by 
hand) and filed in the current trays as a starting point in the next month’s routine, and 
the name and address cards having been withdrawn and returned to their file, the 
item cards for the past month are filed away. 

Other applications 

It would be quite beyond the scope of this work to attempt to describe in detail the 
large number of office routines that have been adapted to the punched card technique, 
many of them having only a remote connection with book-keeping in the ordinary 
sense. The following may, however, be noted: 

The maintenance of stock methods. 

The evaluation of stock in total by the method of ‘digiting’. 

Wages, including P.A.Y.E. routines. 

Costing Systems. 

Dividend and share transfer work. 

§ 6. Electronic Computers 

Computer techniques naturally follow on from punched cards and differ therefrom 
mainly in that more operations are carried on within one machine and consequently 
there is less physical handling of the media (punched cards or tapes) and correspond¬ 
ing savings in time. The electronic computer can also make certain decisions on its 
own and so needs less manual attention on the part of the operator. 

Electronic computers are of two main types; analogue computers, which are used 
mainly for scientific and engineering purposes; and digital computers, which are used 
for commercial purposes. As analogue computers are not commonly used for com¬ 
mercial applications we shall not consider them further. 

A digital computer represents a complex of equipment which is able to store 
information and process it, together with new input, in accordance with a program 
of instructions, which itself is stored in the machine. 

A computer operates by means of electronic impulses passing through complicated 
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circuits, which have been specially designed to achieve addition, subtraction, com¬ 
parison, etc. It has five basic component parts: 

(i) the input unit; 

(ii) the storage (or ‘memory’) unit; 

(iii) the arithmetic and logic unit; 

(iv) the output unit; 

(v) the control unit. 

(i) The Input Unit 

As the computer operates by means of electronic impulses it is necessary to present 
information to the equipment in a manner which it will be able to interpret. The 
main methods of achieving this at present in use are: 

(a) by punched cards, which are passed through a punched card reader; 

(b) by punched paper tape, which is passed through a paper tape reader; 

(c) by magnetic tape, which is passed through a magnetic tape reader; 

(d) by optical scanning devices. 

A computer will usually have more than one of these alternative methods of input. 
The speeds of the different methods of input vary greatly and as computers cal¬ 
culate at electronic speeds, the speed at which data are fed into the machines is a 
factor to be taken into account, especially in commercial applications, where the 
quantity of data to be dealt with is very great. 

(ii) The Storage Unit 

This unit has several functions: 

(a) to store the program of instructions covering the processing operations to be 
performed; 

(b) to store any reference data which are required during processing, such as tax 
tables, price lists, etc. 

(c) to receive the data read from the input section prior to their use in the operations; 

(d) to retain temporarily results of sub-calculations pending further processing; and 

(e) to receive final results of calculations before passing them to the output unit. 

This ability to store information and programs is one of the basic characteristics 
of the computer. The storage is achieved normally by magnetising positions on a tape 
or drum or setting up a magnetic field in wires. The details of this process need not 
concern us; all that is necessary is a knowledge of the various types of storage device 
used. These are: 

(a) Core storage 

This consists of a network of wires with tiny ferrite rings at the intersections. Each 
ring holds one binary digit of information. This type of store has a very quick access 
time, i.e., information can be read from it in a millionth part of a second. Core 
storage is expensive and therefore is only used for working stores, i.e., the storage in 
which the processing operations are performed. 
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(b) Magnetic drum 

This consists of a drum coated with a magnetic material. It revolves inside a con¬ 
tainer which holds many reading and writing heads, which can magnetise a position 
on the drum or detect a magnetised position. Information is stored on the drum by 
means of magnetised spots. The drum itself is divided into parallel channels each of 
which has its own reading and writing head. Within each channel there are again 
various positions. Each position on the drum is referenced, or has an ‘address’. The 
addresses to be used are specified in the program which controls the processing. 

Access time on the magnetic drum storage systems is fairly fast, of the order of 
five thousandths of a second, and again this system is widely used for working stores. 

(c) Magnetic tape 

This consists of a tape similar to that used in tape recorders, on which the data are 
stored by means of magnetised spots. As information is stored in sequential order, 
the computer has to scan the tape to find the particular item of information required; 
average access time is therefore the time taken to scan half the tape. Magnetic tape 
is fairly cheap and of reasonably fast access time and so is commonly used as an 
external store of information. The tape is kept on reels which are inserted into peri¬ 
pheral units termed ‘tape decks’ when the store is required for operation. 

{d) Magnetic Discs. 

These are discs similar in appearance to gramophone records mounted on a spindle 
and rotated at high speed. The face of each disc is divided into ‘tracks* each of which 
has a read/write head that can read off or write on the track as it rotates. 

The magnetic stores referred to in ib), (c) and (d) above are called permanent, 
because if the electric current failed the information in the ‘memory’ would remain. 

(e) Punched Cards and Punched Paper Tape 

These can also be used as a store. The output from the computer may be punched 
into cards or tape, which are retained for further processing. Such ‘memories’ are, 
however, slow and are not used when alternatives are available. 

(/) Buffer Stores 

Because of the difference in speed between the electronic sections of the computer 
and the mechanical sections, e.g., input readers and output devices, a buffer store 
is required. For example, the speed of feeding and reading the information on a 
punched card is limited by mechanical factors to about 8CX) digits per second. As 
the electronic section is much faster the computer would be held up whilst the next 
portion of data was read. To avoid this a buffer store, frequently a core store, is 
utilised. The information on the card is first read into the buffer store and the com¬ 
puter can then process this information whilst the next card is being read. Again, 
as the speed of computer output is greater than that of available printing devices 
the output is first entered on a magnetic tape which is then used to feed a printar. 
Thus the computer is not held up through the printer’s comparative lack of speed. 
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(iii) The Arithmetic and Logic Unit 

This unit is composed of electronic circuitry, valves, transistors, etc., which can 
perform their operations at speeds measured in millionths of seconds. The arith¬ 
metic unit is able to carry out all the ordinary operations of addition, subtraction, 
multiplication and division. Multiplication is carried out by repeated addition at 
great speed. 

The logic sections of the computer are used to make decisions where the program 
requires a decision to be made. Such decisions are invariably of a ‘yes’ or ‘no’ type. 

The computer compares the results of a computation and is programmed to act 
in differing ways dependent on the result. For example, in hire purchase accounting, 
if the result of deducting the expected balance at a certain date from the actual balance 
is a positive amount the account is in arrear, and the computer could be programmed 
to print out an arrears notice. 

(iv) The Output Unit 

The output of the computer can be in one of a number of forms, punched cards, 
punched paper tape, magnetic tape or magnetic film. Output in these forms may be 
used: 

(a) as input for a further process; or 

(b) to operate printing or tabulating machines. 

Output required in printed form is dealt with in one of two ways: 

(a) on-line, which means that the printers are operated directly from the computer 
so that the results are printed as they become available; 

(b) off-line, which means that the output is first recorded on punched cards, paper 
tape or magnetic tape, which is then used to operate separate printing machines 
not connected directly to the computer. 

(v) The Control Unit 

The control unit interprets the program of instructions and directs its operation. 
All the other sections of the computing system are co-ordinated and brought into 
operation in their correct sequence by this section. The control section usually 
has a control console which enables the human operator to monitor the various 
sections of the computer and communicate directly with the computing systems. In 
this way instructions can be fed into the computer manually. This has certain dis¬ 
advantages from the audit viewpoint inasmuch as the program can be altered, but 
sound internal control systems should obviate the possibility of error or fraud. 

The console normally has illuminated dials which give a continuous display of 
information regarding the computing process. If the machine stops or errors arise 
the dials may give some indication of the cause. 

THE PROGRAM 

The program is the means by which the whole computing process is directed and 
controll^; it is prepared by breaking down the process into its smallest constituent 
steps. 
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Each operation which the computer is designed to perform is given a code number. 
The program details the code number of the computer operation to be performed 
and the location in the memory of the information which is to be subjected to the 
operation. The result will be placed in the location specified in the program. 

The program is therefore the detailed list of operations to be performed, by which 
the computer is controlled. After the program compiler (called a programmer) has 
prepared the program it must be tested on a computer and any errors corrected. 

THE INSTALLATION 

Computer installations are expensive in terms of capital cost and necessitate changes 
in the organisation and flow of paper work within an organisation. A thorough 
review of accounting and reporting procedures is therefore essential before the 
decision to instal a computer is made. 

Management must decide what advantages are likely to accrue to the organisation 
by the installation of a computer and should appoint a committee to investigate 
the matter. The possible advantages in any particular instance are: 

(a) electronic speed of processing means that information can be made available 
more quickly. 

(b) additional control information can be obtained. 

(c) records can be integrated, e.g., stores and ordering can be combined with 
production control. 

(d) because electronic records are so compact, additional information may be kept. 

(e) the speed of processing may enable records of outlying branches or divisions 
to be processed centrally, with corresponding advantages of increased control. 

(f) savings in clerical labour may also be made and staff is freed from monotonous 
calculation and routine processing work for more important tasks. 

The advantages expected to be obtained must be considered carefully, bearing in 
mind the difficulties of arranging for the installation and the essential requirements 
of the computer. These are: 

(a) adequate electric power; 

(b) constant temperature and humidity, necessitating specific ventilation and 
heating, etc. 

(c) large floor space; 

(d) sound foundation to floor to take the weight of the installation; 

(e) extreme cleanliness, e.g., it is essential that dust be reduced to an absolute 
minimum to prevent interference with electronic circuits, switches, etc. 

There are certain disadvantages to computer installation which must also be borne 
in mind, although they may not be sufliciently serious to outweigh the advantages. 
The disadvantages most commonly experienced are: 

(a) lack of visible records of the intermediate processes; 

(b) difficulty sometimes experienced in answering random queries without disturbing 
the current processing; 

(c) the effect on staff of the new routines through lack of adequate consultation; 
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(d) difficulty of obtaining staff of the right calibre both to run the computer instal¬ 
lation and to provide the input data at outlying sources; 

(e) if the installation centralises processing data for outlying areas, the absence of 
records at those areas; 

(f) the problem of ensuring that input is accurate and of solving queries arising on 
input data from outlying sources. 

On completion of the investigation the committee should report to the management 
on: 

(a) the feasibility of a computer installation in the organisation; 

(b) estimated costs and savings; 

(c) additional information to be provided; 

(d) changes required in organisation; 

(e) recommendations on: 

(a) the type of equipment required; 

(b) the transitional period. 

Computers can be used for all business routines provided that the application is 
sufficiently voluminous, either alone or in conjunction with other applications, to 
justify their use. However, good commercial returns can be obtained from the use of 
computers in planning, e.g., linear programing calculations to determine siting of 
warehouses, vehicle routing and product mix, etc. 

Many firms now use computers to process Payroll, Stock Records, Production 
Control, Invoicing, Costing Analysis, Debtors Accounting and Purchasing. By the 
use of computers these applications-performed separately under manual methods- 
can be integrated. Thus stock records and purchasing may be combined, as may 
payroll preparation and costing analysis. 

Smaller fims which cannot justify their own computer installations, are able to 
take advantage of service bureaux which hire out computer time, and so are able to 
use electronic methods to perform difficult calculations or analyses quickly and 
economically. 



CHAPTER XII 

THE DOUBLE ACCOUNT SYSTEM 


§ 1. Definition 

The Double Account system is not a system of book-keeping but a method of 
presenting final accounts, the object of which is to show clearly the total amount of 
capital that has been raised for the purpose of the undertaking and the manner in 
which that capital has been applied in the acquisition of fixed assets and other forms 
of capital expenditure. In order to do this, the Balance Sheet is divided into two parts. 
The first part is called the Capital Account and shows on the credit side all capital 
receipts (including receipts from debentures and loans), and on the debit side all 
capital expenditure to date. The balance of the Capital Account is carried to the 
Balance Sheet proper, which contains, in addition to such balance, particulars of the 
current assets and liabilities, revenue balances, reserves, etc. 

Until a few years ago, the double account system was used compulsorily by such 
public utility concerns as railways, gas, electricity and water companies, which, in 
consideration of the monopolies given by the special Acts of Parliamait under which 
they were constituted, were required to present their accounts in the form laid down by 
those Acts. 

Most of these undertakings have now been brought under state ownership, and 
the statutes by which they were nationalised do not prescribe the use of the double 
account system, but merely require that the accounts shall be prepared in a form 
which conforms with the best commercial standards. 

The expression ‘double account’ must not be confused with ‘double entry’. Double 
entry is applied to the double account system in the same way as to the single account 
system, and ledger accounts are kept of each class of capital expenditure and capital 
receipt. The Capital Account itself is not a ledger account, but is prepared from 
balances standing in the books. For this purpose it is convenient to utilise a separate cap¬ 
ital ledger containing only those items which go to make up the Capital Account. Thus it 
will be seen that the outstanding features of the double account system only become appa¬ 
rent in the preparation of the final accounts, and do not affect the actual book-keeping. 


niustration 


THE OLD LAKE WATER COMPANY 
CAPITAL ACCOUNT for the Year ended 30th June, 1963 


'Expenditure brought forward 

Expenditure during year aided SOtb June 
Balance carried to Balance Sheet) 

£ 

2,309,607 

65,206 

25,187 

7% Ordinary Stock 

5^ Ordinary Stock 

4|% Preference Stock 

3% Redeemable Debenture Stock .. 

£ 

1,000,000 

200,000 

500,000 

500,000 



Premiumi lea Discounts 

2,200,000 

200,000 


£2,400.000 


£2,400,000 
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REVENUE ACX:OUNT for the Year ended 30rH June, 1963 


Pumping and Engine Charges 
Softening of Water .. 

Maintenance and Repairs of Works 
Maintenance and Repairs of Mains 
Salaries 
Rates .. 

Insurance 
Directors' Fees .. 

Auditors' Fees .. 

Superannuation Fund 
Contributory Pension Fund 
General Establishment Charges 
Legal and Parliamentary Charges .. 


Balance (carried to Net Revenue Account) .. 


£ 

141.214 

42.180 

26.310 

35.789 

35.200 

69.172 

2.930 

5.000 

730 

1,800 

12,850 

11,324 

2.500 


407.419 l| 
118,291 ,1 

— I 

£525.710 ; 


Water Rates and Charges 
Registration Pees 
Rents .. 


£ 

521,383 

52 

4,273 


£525.710 


NET REVENUE ACCOUNT 


‘ £ 

Interest on Debenture Stock (Net) ,. i 8,623 j. 

Dividend on Preference Stocks (Net) .. ' 12,938 

Interim Dividmd on Ordinary Stocks (Net) .. 23,0(X) 

Income Tax 51,982 . 

Provision for Discounts and Expenses of Issue i 230 { 

Balance (caiTied to Balance Sheet) .. | 63,526 | 

I 


£160,321 


I 

Balance brought forward .. .. ! 

Less Final Dividend on Ordinary Stock for 
previous year .. .. I 


£ 

59,280 

23,000 


ProBt for year ended 30th June 
Profit on Sale of Investments 
Interest on Investments .. 


I 

i 

i 


36,280 

118,291 

1,250 

4,500 


I £160,321 



BALANCE SHEET a 

1 ’ ' 1 

s AT 30rH June, 1963 



Capital Account 


£ 

23,187 

Stores on hand 

• 

£ 

43,444 

Net Revenue Account 


63,526 

Debtors 


45,276 

Contingency Fund Account .. 


.. 1 65,820 

Investments, at cost 


112,618 

Reserve Fund Account 


.. 1 101,000 

Contingency Fund Investments, at cost 


52,500 

Creditors .. 


.. , 135,275 

Reserve Fund Investments, at cost 


102,760 



1 ' 

1 

Cash and Bank Balances 


34.210 



1 £390,808 



£390,808 


§ 2. Treatment of Capital Losses 

Under the strict theory of the double account system all capital expenditure is shown 
in the Capital Account, whether or not it continues to be represented by assets. 
Losses on Capital Account occasioned by the abandonment of assets which can no 
longer be profitably utilised, or by depreciation of assets which are not required to be 
renewed, need not, in strict theory, be provided for. Since this would usually be un¬ 
sound from a financial point of view, although no provision is made for writing off 
such losses in the statutory forms of account, it is desirable that they should be 
ultimately provided for out of revenue, and in most cases, in practice, it is found that 
capital losses are actually written off, either by being deducted in the Capital Account, 
or by the creation of a reserve of equal amount, the former method being the more 
common. The loss is debited either to a Reserve Account previously created, or 
direct to the Revenue Account. If the loss is too large to be written off in any one 
year it may be written off over a period. 
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§ 3. Renewal and Depreciation Funds 

It has already been said that depreciation of assets requiring renewal is not provided 
for in the usual manner by debiting revenue, but that all repairs, renewals and replace¬ 
ments are charged to revenue as and when they arise, and that this rule is subject to 
variation in practice. 

It will be apparent that if no provision were made for large renewals and replace¬ 
ments until the period in which they actually occurred, the revenue of that period 
would be burdened with a disproportionate charge, which in many cases might have 
the effect of preventing the payment of a dividend in respect of that period, although 
in fact a profit had been earned. 

During the early years of an undertaking working under this system, the renewals 
and replacements in respect of the principal assets, such as plant, etc., will be com- 
comparatively light, and unless provision is made for the future renewals, the profit 
will appear to be considerably greater than if provision for depreciation were taken 
into consideration, and will admit of dividends being paid which would not be possible 
if proper provision for renewals had been made. In actual cases where this policy has 
been pursued, dividends on the ordinary stocks have had to be greatly reduced, and in 
some cases suspended altogether, as soon as heavy replacements became necessary. 

Although there is no statutory compulsion to provide for future renewals, there is 
nothing to prevent companies working under the double account system from forming 
proper renewal funds during the early years of the undertaking for the future replace¬ 
ment of their assets, and this should certainly be done, and is in fact done by all com¬ 
panies which are managed on the most prudent lines. 

After a certain period, if the undertaking is sufficiently large, the renewals will reach 
a steady average from year to year, and further additions to the renewal fund may 
cease to be necessary. 

In many instances replacements take place which involve an extension of the 
original asset, and the question then arises as to what proportion of the replacement 
can be charged to capital as representing the value of the extension, and what pro¬ 
portion should be charged to revenue as representing a replacement of the original 
asset. In such cases, many concerns adopt the usual principle of capitalising the whole 
of the excess of the cost over that of the original asset. Under the strict double account 
system, however, the method described and illustrated below is adopted. 

life present cost of replacing the asset in its present condition is estimated, and 
this amount is charged to revenue, whether or not it is more than the original cost 
of the asset. The balance of the expenditure is then charged to capital as representing 
the cost of the extension. Under either method, the amount received in respect of 
the break-up value of the asset replaced should be credited to revenue against the cost 
of replacement. Any of the old materials used in the new structure should be valued, 
and charged to the cost, being credited to revenue. 

Illustration 

A building originally costing £60,000 is replaced by a new and enlarged building costing 
£140,000, £6,000 being realised from the sale of old materials. The estimated cost of replacing 
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the old building as it stood was £75,000. How should the £140,000 be apportioned as 
between capital and revenue? 

Under the strict double account system, £75,000, the estimated cost of replacement of the 
building as it stands, should be charged to revenue, as against which can be set the £6,000 
realised from the sale of old materials, leaving a net charge of £69,000. £65,000 will be 
debited to capital as representing the cost of extension, making the total debit to capital in 
respect of the building £125,000. 

In practice, however, it will often be found that the book value of the old asset is written 
off to revenue, and the whole cost of the new asset capitalised in the same way as under the 
single account system. 



CHAPTER XIII 


BANKRUPTCY, LIQUIDATION AND RECEIVERSHIP 

ACCOUNTS 

§ 1. The Preparation of a Statement of Affairs in Bankruptcy 
Within three days of the making of the receiving order, if made on the debtor’s own 
petition, or within seven days if made on a creditor's petition, the debtor must lodge 
with the Official Receiver his Statement of Affairs. This must be compiled in the 
official form, and be accompanied by the following schedules of particulars; 

A. Unsecured creditors. 

B. Creditors fully secured, 
c. Crwiitors partly secured. 

D. Liabilities of debtor on bills discounted other than his own acceptances for value. 

E. Contingent or other liabilities. 

F. Creditors for rent, etc., recoverable by distress. 

G. Preferential creditors for rates, taxes and wages. 

H. Property. 

I. Debts due to the Estate. 

j. Bills of Exchange, Promissory Notes, etc., available as assets. 

K. Deficiency Account. 

In the illustration that follows, a pro forma example of the front sheet of a Statement 
of Affairs and the Deficiency Account is given. 

The method of preparing this Statement of Affairs follows very much the lines of the 
preparation of a Statement of Affairs for the purpose of placing a system of books on 
a double entry basis. Where, however, the books have been kept on a double entry 
system, although the preparation of the statement will be greatly facilitated thereby, 
many points will require to be dealt with which would not arise in the preparation 
of a Balance Sheet in the ordinary manner. The principal of these are as follows; 

(a) Unsecured Creditors 

A schedule of these creditors must be prepared in the prescribed form, containing, 
in respect of eachitem,the name,addressandoccupation of thecreditor,the amount of 
the debt, the date when contracted, and the consideration given. All liabilities, whether 
in respect of tr ading operations or otherwise, which cannot be listed in any of the other 
schedules, must be included here, particularly bills payable on which thedebtor is liable 
as acceptorforvalue,thenecessaryparticularsof each bill beinginserted; bank overdraft 
if unsecured; balances of rent, etc., not recoverable by distress; and of wages, etc., in 
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excess of the limit allowed as a preferential payment. Where there is a contra account 
against a creditor, only the net balance must be included, the debt being reduced to 
the extent of the contra. 

(b) Creditors fully secured 

The schedule of these creditors, in addition to containing the same information as is 
necessary in respect of unsecured creditors, must also contain particulars of the 
security held, the date when the security was given, the estimated value of the security, 
and the estimated surplus. On the liabilities side of the statement of affairs these 
creditors will be entered in short, the security being shown as a deduction, and the 
surplus carried to the assets side. If, however, partly secured creditors have a second 
charge on any or all of such surplus, the amount so charged is deducted from the 
surplus (only the balance of which (if any) is carried to the assets side), and added to 
the securities of the partly secured creditors {see (c) below). 

Where the creditor holds security of a third party for the liability of the debtor, such 
security must be ignored; the asset forming the security does not belong to the debtor, 
and the creditor, so far as the bankrupt’s estate is concerned, is unsecured. 

If the debtor has given security for the debt of a third party, the creditor of that 
third party is a fully secured creditor of the debtor giving the security. In such a case, 
the creditor should be included here, but his claim must be reduced by the amount 
expected to be paid by such third party, i.c., if the third party is solvent, there will be 
no debt to rank here, and the securities will appear among the assets in the statement 
of affairs. Full details will, of course, appear in the schedule of liabilities. 

(c) Creditors partly secured 

Similar particulars must be afforded in this schedule, and the unsecured balance 
shown. In the Statement of Affairs these creditors are shown in short on the liabilities 
side, the security being deducted, together with any surplus from fully secured 
creditors over which the partly secured creditors have a second charge, and the 
balance unsecured, which ranks against the estate, extended. 

(d) Liabilities on Bills Discounted other than Debtor’s own Acceptances for value 

The schedule of these bills must contain in respect of each bill particulars of the 
acceptor’s name, address and occupation, whether the debtor is liable as drawer or 
indorser, the date when the bill falls due, the amount of the bill (accommodation bills 
being separated from other bills), the name, address and occupation of the holder (if 
known), and the amount expected to rank against tlie estate for dividend. 

Bills receivable discounted by the debtor with his bank or other parties will be in¬ 
cluded here, since the debtor will be liable on the bills as drawer or indorser. If, how¬ 
ever, it is expected that the acceptor will meet these bills in due course, nothing will 
be extended to rank against the estate for dividend. 

The case of accommodation bills is more complicated, especially where there have 
been cross-transactions between the debtor and another party. Briefly, the whole of 
the accommodation bills must be inserted, whether the debtor is liable as drawer. 
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acceptor, or indorser. Each accommodation bill must be examined, to ascertain the 
precise nature of the liability attaching to it as regards the estate. Where the accom¬ 
modation bill was accepted by the debtor, the amount ranking for dividend will be the 
face value less the amount expected to be recovered from any person who shared in 
the proceeds of discounting it. If there is no such estimated recovery, the full face 
value will rank for dividend, unless the bill has not been negotiated. If the debtor is 
only liable as drawer or indorser, it will depend on the financial position of those 
primarily liable on the bill how much (if any) of the amount should be extended as 
ranking for dividend. If the party primarily liable dishonours the bill and becomes 
bankrupt, the holder will have a right of proof to the full extent of the bill against the 
estates of both parties, though he will not be entitled to receive dividends excrading 
the total face value of the bill, together with interest and expenses. 

As previously stated, liabilities on bills payable accepted by the debtor for value 
will be included in the list of unsecured creditors, and not in this schedule. In the 
Statement of Affairs the gross amount of liabilities on bills discounted other than the 
debtor’s own acceptances for value is shown in short, and only the amount expected 
to rank for dividend extended. 

(e) Contingent or other liabilities 

The chief claims under this heading will be under contracts of guarantee or suretyship, 
claims for dilapidations under leases, uncalled capital on partly-paid shares, etc. In 
these cases the gross amount is inset and only the amount expected to rank for 
dividend extendi. Any amount recoverable from other persons will be considered 
when arriving at the amount expected to rank. 

(f) Creditors for Rent, etc., recoverable by distress, and Preferential Creditors 

The schedules of these items must contain full particulars, and disclose the difference 
between the gross amounts of the claims and the amounts recoverable by distress, or 
payable in full under the Bankruptcy Act. The amounts not so recoverable or payable 
in full wiU be included in the list of unsecured creditors. In the Statement of Affairs the 
amount recoverable or payable in full will be shown in short on the liabilities side, and 
deducted from the gross assets on the assets side. 

The landlord is entitled to recover by distress any rent in arrear, up to a maximum 
of six months’ rent, accrued due up to the date of the adjudication order, and since 
the statement of affairs is usually prq>rjred prior to this date, if any rent is accrued 
due, such amount, but not ex(%^ing six months’ rent, should be included. Any 
balance should be included with the amounts due to unsecured creditors. 

If the landlord distrains within three months of the receiving order, preferential 
debts are a first charge upon the goods or proceeds of sale, the landlord having the 
same rights of priority in place of the persons preferred. If, therefore, there are in¬ 
sufficient assets to cover the preferential debts and the rent accrued within the six 
months, the landlord’s claim be restricted to the excess of the avaUable assets over 
the preferential debts. 

The Bankruptcy Act, 1914, as amended by s. 115, Companies Act, 1947, provides 

Q 
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for certain classes of liabilities to be paid in priority to others, and these should be 

treated as indicated above. The preferential debts are similar to those in the winding 

up of a company, which are fully set out on pages 493-5. The following is a summary: 

(1) Parochial and local rates due at the date of the receiving order and having become 
due and payable within the twelve months next before the receiving order. If the 
rates are payable by instalments, only the instalments due should be entered. If the 
premises have been vacated prior to the receiving order, only the apportioned rates 
to the date of vacating the premises should be included, since no rates are payable 
when the premises are not occupied. 

(2) All land tax, income tax, surtax, or other assessed taxes assessed on the debtor up 
to the 5th April next before the receiving order, not exceeding one year’s assessment. 
Where more than one year’s assessment is in arrear, the highest amount will be 
treated as preferential, the balance being unsecured. 

The expression ‘assessed up to 5th April next before the receiving order’ includes tax 
due for the period up to the previous 5th April, even though not actually assessed before 
that date (Gowers v. Walker (1930), 1 Ch. 262), 

(3) Any tax deducted from emoluments under P.A.Y.E. for the twelve months next 
before the receiving order (Finance Act, 1952, s. 30). 

(4) Any unpaid purchase tax which became due to the Crown in the twelve months 
preceding the date of the receiving order. 

(5) Wages or salary of any clerk, servant, labourer or workman in respect of services 
rendered during the four months before the receiving order, with a maximum 
of £200 for each individual! Holiday or sick pay ranks as payment in respect 
of services. 

(6) Any sum ordered to be paid under the Reinstatement in Civil Employment Act, 
1944, by way of compensation, not exceeding £200 for any individual. Similar 
compensation ordered under the National Service Act, 1948 or the Reinstatement 
in Civil Employment Act, 1950, not exceeding £50. 

(7) All accrued holiday remuneration becoming payable to any clerk, servant, work¬ 
man or labourer (or in case of his death to any other person in his right) on the 
termination of his employment before or by reason of the receiving order. 

(8) Under the Workmen’s Compensation Act, 1925, any sum due in respect of com¬ 
pensation, the liability wherefor accrued before the date of the receiving order in 
satisfaction of a right which arose in respect of employment before 5th July, 1948 
(unless the debtor was insured, in which case his rights under the policy are trans¬ 
ferred to the workman, who is then an ordinary creditor to the extent that the in¬ 
surance is insufficient). 

(9) Under the National Insurance Act, 1946 and the National Insurance (Industrial 
Injuries) Act, 1946, all contributions payable during the twelve months prior to the 
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receiving order by the debtor as an employer of any person. 

The following claims rank even before the above: 

(1) Funds belonging to a friendly society or trustee savings hank, which are in the 
hands of the debtor as an officer of the society. 

(2) The proportion of an articled clerk’s premium, as the trustee shall decide, where 
the employer becomes bankrupt, and die trustee does not transfer the Articles to 
some other person. 

(3) Reasonable funeral and testamentary expenses in the case of a deceased insolvent 
debtor. 

(4) The expenses properly incurred by the trustee under a deed of arrangement which 
was avoided by the bankruptcy of the debtor. 

(g) Deferred Debts 

The following classes of debts do not rank for dividend until all other unsecured 
creditors have been paid in full: 

(1) Money lent by a married woman to her husband for the purpose of his trade or 
business, or by a husband to his wife in similar circumstances. 

(2) Money lent to a firm, the lender to receive a share in the profits instead of interest, 
or a rate of interest varying with the profits; or money due to the vendor of good¬ 
will (where he is being paid by way of an annuity or share of profits). 

(3) Beneficiaries under an ante-nuptial agreement to settle after-acquired property, if 
the agreement becomes void against the trustee on the settlor becoming bankrupt. 

(4) Interest on debts in excess of 5 per cent. In bankruptcy (but not in liquidation), this 
is not payable until all creditors have been paid in full. 4 per cent interest is also 
payable on all debts from the date of the receiving order to the final payment when 
all the debts are paid in full and all other claims for interest have been met. 

Deferred debts must, nevertheless, be included in the list of unsecured creditors, 
since the question of postpon^ent is dealt with when proofs of debts are scrutinised 
for voting and dividend purposes, and not at this early stage. The deferred debts are 
therefore not distinguished in the Statement of Affairs. 

In all cases, the gross liabilities must be entered in the *gross liabilities’ column, 
whether secured or not, and even though part may be met by third parties. 

(h) Valuation of Assets 

All assets should be brought into the Statement of Affairs at a fair estimate of their 
realisable value. Care must be taken to see that the debtor does not over-estimate the 
break-up value. Stock must be valued with particular reference to the conditions 
under which a forced realisation might have to be made. Similar considerations apply 
to the valuation of other assets, such as freehold and leasehold properties, machinery 
and plant, fixtures, furniture, etc. Private assets, such as furniture and investments, 
must be included, as these are available to satisfy any liability of the debtor. 
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Property held in trust for others must be excluded, also the tools and necessary 
wearing apparel and bedding of the debtor, his wife and children, to an inclusive 
value of £20. 

No account can be taken of any property which the trustee may be expected to 
recover under the ‘doctrine of relation back* or the ‘reputed ownership* clause. 

A full description of every kind of property must be made in the specified form, 
together with the statement of the amount it is expected to produce. 

(i) Book Debts 

A schedule of debts due to the estate must be prepared, showing the name, address 
and occupation of the debtor, the amount of the debt, distinguishing between good, 
doubtful and bad; the date of contraction, the amount each debt is estimated to 
produce, and particulars of any securities given for debts. In the Statement of Alfairs 
the amount of the good debts is extended into the outer column; the doubtful and 
bad debts are shown in short at their gross figure, and the amount they are estimated 
to produce extended. 

(j) Bills of Exchange, etc., on hand 

Bills deposited with bankers for collection (not discounted) must be included. 

(k) The Deficiency Account 

The excess of liabilities expected to rank against the estate over the net assets available 
to meet those liabilities is termed the ‘deficiency’, or in the event of the assets exceeding 
the liabilities, the ‘surplus’. A Deficiency Account is prepared in order to disclose how 
the deficiency or surplus has arisen. 

On reference to the form of this account shown in the subsequent example, it will 
be seen that the aa;ount starts with what is in effect either the capital of the debtor at 
a given date, or the deficiency at that date; the date in question being either one year 
prior to the date of the receiving order, or such other date as the official receiver may 
fix. 

On the debit side of the Deficiency Account will be found the various items which 
go to make up the total amount to be accounted for. These are as follows: 

(l) Excess of assets over liabilities at commencement of period under review (if any). 
Care must be taken to bring in private as well as business capital. 

(2) Net profits (if any) from the business during the period under re>dew, before 
charging interest on capital or proprietor’s salary. 

(3) Any other receipts. There must also be included any gifts, e.g., legacies received 
during the period. 

(4) Deficiency (if any), as per Statement of Affairs. 

The total of these wUi be accounted for on the credit side of the Deficiency Account 
as follows: 

(1) Excess of liabilities over assets (if any) at the commencement of the period under 
review. 

(2) Net loss (if any) from carrying on business during the period. 
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(3) Bad debts. Care must be taken to include those written off in arriving at the 
amount estimated to be produced from debtors in the Statement of Affairs. 

(4) Expenses incurred during the period, other than usual trade expenses, viz., house¬ 
hold expenses and personal expenses of self, wife and children. 

(5) Other losses and expenses. 

(6) Surplus (if any). 

The item ‘Other Losses and Expenses’ will include the difference between the book 
value of the assets appearing in the Statement of Affairs and the amount they are 
estimated to produce, or, in the case of private assets, the difference between the value 
taken in arriving at the opening capital and the amount they are estimated to produce; 
also the loss incurred in respect of all liabilities ranking against the estate for dividend 
for which no consideration has been received, such as estimated loss on bills dis¬ 
counted or accommodation bills, and contingent liabilities expected to rank. These 
various losses should be shown in detail. 

It should be observed that the entries made in the Deficiency Account have the 
effect of completing double entry with those in the Statement of Affairs and that a 
‘debit balance’ in the one corresponds with a ‘credit balance’ in the other. If, for 
example, a year ago a debtor had assets of a book value of £5,000 and liabilities of 
£3,000, and since that date he had increased his assets by a profit of £500 and reduced 
them by drawings of £1,000, the Statement of Affairs would reveal a surplus, on the 
basis of book values, of £1,500, which would correspond with the surplus disclosed 
by the Deficiency Account. 

STATEMENT OF AFFAIRS 

£ i . £ 

UabUitiea 3,000 Aswts . 4.300 

Surplus 1,^ 

£4,300 , £4,300 

DEFICIENCY ACCOUNT 

• £ ,; 

Excess of Aasett over Liabilities one year previously { 2,000 > Drawings .. .. .. 

Profits .. ..I SOO Balance, being surplus as per Statement of Anairs.. 

I _ 

£2,300 ' 

If, however, it is now found that the realisable value of the assets is only £2,500, the 
Statement of Affairs will, in effect, be debited with the loss of £2,000 and the De¬ 
ficiency Account must be credited with the same amount. Again, if additional 
liabilities of £200 come to light, the Statement of Affairs must be debited and the 
Deficiency Account credited with that amount. The effect of these entries would be to 
convert the surplus of £1,500 into a deficiency of £700, thus: 

STATEMENT OF AFFAIRS 

Asseu 

Deficiency .. 


I £ 

Liabilities 3.000 

Additional liabilities .. 200 

£3,200 ji 


1 



£3,200 
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DEFICIENCY ACCOUNT 


Bxcett of Asiets over liabilities one year previously.. 
Net Profit 

Balance, being Deficiency as per Statement of Affairs 


£ 

2,000 
SOO 
' 700 

Drawings 

Loss on realization of assets 
Additk^ UabiUties .. 

1 

1 

.. 1 
.. 

1 £3,200 


1 

1 


£ 

1,000 

2,000 

200 


It will thus be seen that the Deficiency Account must be credited with the amounts 
by which the estimated realizable value of assets as shown by the Statement of Affairs 
fall short of their book values, and with any amounts by which the liabilities estimated 
to rank against the estate, as shown by the Statement of Affairs, exceed book values. 
Similarly, if the estimated realizable value of an asset is greater, or the amount of a 
liability proves to be less, than its book value, the Deficiency Account must be 
debited with the amount of the difference, the credit for which has, in effect, been 
made in the Statement of Affairs. 


Dlostratioii 


A filed his petition on 31st December, 19 .., and his Statement of Affairs was composed of 
the following figures: 


£ 

Creditors unshared .. .. .. 75,000 

Creditors partly secured by lien on Shares .. .. 40,000 

Creditors fully secured by lien on Stock ., .. 100 

Liability on Bills Receivable (estimated to rank £3,500) .. 7,000 

Mortgage on Mill ,, 10,000 

Creditors payable in full .. .. 3,000 

Book Debts, good .. .. 20,000 

Book Debts, doubtful (estimated to produce £2,000) .. 4,000 

Book Debts, bad .. .. .. 6,000 

Consignments, good .. 5,000 

Stock (estimated to realise £40,000) 60,000 

Shares (cost and estimated to realise).. 16,000 

Cash at Bankers .. J200 

Bills of Exchange .. .. .. .. 1,300 

Mill of the value of .. 11,000 

Machinery (estimated to realise £12,000) .. .. 15,000 

Fixtures (estimated to realise £1,500) .. 3,000 

Cottages (estimated to realise £3,000) .. .. 3,500 


One year previously he had a capital of £20,000. A loss of £700 was made in the year, after 
allowing interest on capital £1,200, and withdrawals amounted to £3,600. 

Prepare the Statement of Affairs and Deficiency Account. 
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The profit before charging Interest on Capital was £1200—£700= 
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(0 Banknqttcy of Partnerships 

When a partnership is made bankrupt, the trustee of the joint estate becomes also the 
trustee of the separate estate of each partner. A Statement of Affairs, with Deficiency 
Account, must be prepared for the firm, and separate Statements of Affairs and 
Deficiency Accounts for each partner. Distinct accounts must be kept of the joint and 
separate estate, the separate creditors of each estate being first paid out of the assets 
of that estate. In the event of there being a surplus on any of the separate estates, this 
will form an asset of the joint estate, but the joint creditors cannot receive more than 
the full amount of their debts, together with 4 per cent, per annum interest from the 
date of the order. Any surplus on the joint estate will be divided between the partners, 
according to their rights under the partnership agreement and each partner’s share 
will be included as an asset of his separate estate. 

Where a partner has given personal security as collateral to his guarantee of a debt 
due from the firm, the creditor can prove against the firm as an unsecured creditor for 
the whole debt, and against the partner as a creditor for the excess of his debt over the 
value of the security, the difference representing the liability of the separate estate in 
respect of the guarantee {Re Turner^ ex parte West Riding Bank (1881) 19 Ch. D. 105.) 
Dividends declared in respect of the separate estate will be withheld until it is ascer¬ 
tained what amount the creditor will receive from the joint estate, as he cannot receive, 
in the aggregate, more than 20s. in the £. 


Illustration 

X and Y are in partnership and file their petition in bankruptcy. From the following particu¬ 
lars, prepare the Statements of Affairs and Deficiency Accounts of the joint estate and the 
separate estates of the partners. 


BALANCE SHEETS 



Finn 

X 



1 Firm 

1 

X 

Y 


£ 

£ 

£ 


1 ^ i 

£ 

£ 

Mortgage of Freehold 

3.000 



Freeholds 

.. ! 6,000 ] 

( 


Bank Overdraft 

3,000 



Plant 




Sundry Oeditort 

12,400 

1,300 

2,900 

Furniture 


1,000 

1.200 

Preferential Creditors .. 

100 



Stock 

.. ! 5.500 1 

j 


Capital X .. 

3.000 



Debtors 

5,000 1 



V 

2,000 


Inveftments .. 


2,300 

800 

Surplus 


3,000 

1,100 

Cosh 

. . i 100 1 

, 






Capital in X and Y 

■■ i ' 

3,000 < 

i 

2.000 


£23,300 

£6,300 

£4,000 


i £23,300 1 

£6,300 

£4,000 


The bank overdraft of the firm was secured, by a second mortgage on the firm’s freeholds, 
and by Y’s personal guarantee, supported by the deposit of Y’s investments as collateral 
security. 

The firm’s assets are estimated to realise the following: Freeholds, £4,500; Plant, £3,000; 
Furniture, £150; Stock, £3,100; Debtors, good, £2,575; doubtful (£1,000) 10s. in £; bad 
(£1,425) nil. X’s assets: Furniture, £600; Investments, £2,000. Y’s assets; Furniture, £800; 
Investments, £300. 

Q2 
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STATEMENTS OF AFFAIRS 
(Note. In practice each would be on a separate form) 



Finn 

X 

1 

y 


Firm 

X 

Y 

Uafmued Credlton .. 
FttUy Secured Creditor.. 
Eetlmeted veiue of 
lecurity .. 

Surplus to pertly secured 
Oeditor 

£ 

3.000 

4.500 

1.500 

£ 

12,400 

£ 

1.300 

£ 

2.900 

1 

I 

Cash 

Stock 

Plant 

Furniture 

Investments . . 

Surplus from X*s Estate 


£ 

100 

3.100 
3.000 

130 

1.100 

£ 

600 

2,000 

£ 

800 

Pertly Secured Creditor 
Estimeted vehie of 
security .. 

Preferential Creditors 
deducted contra 

3.000 

1.300 

100 

1,300 


1.300 

300 

- I.200j 

Ddrtors Good 

H DoubtfU 
..Bad 

£1.000 

1,423 

£2,423 

7,450 

2.573 

2,600 

800 

Surplus carried to Joint Estate .. 


1,100 


Estimated to produce 

300 








Leu Preferential debts 


10,323 

100 

2,600 

800 





1 

Deficiency .. 

. , 

10,423 

3,475 

2,600 

800 

3400 



£13.900 

£2,600 

£4.100 



£13,900 

£2,600 

£4,100 












Note. 

As the joint estate will only be sufficient to pay ISs. in the £, the bank will retain the 
whole of Y’s investments towards the balance of the overdraft remaining (£375). The 
proof would be made in the joint estate for £1,500, the value of the investments not 
being deducted, as they were lodged by and belonged to Y, and did not form part of the 
assets of the firm. The bank will also be entitled to prove in Y’s estate for the full amount 
of £1,500, less £300, the value of the investments. It cannot, however, receive, in the aggre¬ 
gate, more than 20s. in the £. 


DEFICIENCY ACCOUNTS 



Firm 

X 

Y 


Firm 

X 

y 

Capital 

Surolus from X’s Estate 

Dmciency aa per Statement of 
Affairs 

£ 

3,000 

1,100 

3,473 

£ 

3.000 

£ 

1.180 

3.300 

Losses: Stodc 

nant .. ' 

Furniture 

Debtors 

Freeholds 

Investments .. 

Guarantee 

Capiul in X and Y 

Surphts as Statement of Affairs.. 

£ 

2,400 

3.300 
730 

1425 

1.300 

£ 

400 

300 

3,000 

1,100 

£ 

400 

300 

1400 

2.000 

£9,373 

£5,000 

£4,400 

£9,573 

£3,000 

£4,400 

■ 







§ 2. The Accounts of a Trustee in Bankruptcy 

Detailed accounts must be kept by the trustee in a cash book of all his receipts and 
payments. This book must be in the pr^cribed form, and contain columns for every 
class of receipt and payment. The following is the form provided: 
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I 



j 

i 

1 

I 

1 


•naobCvj iMpO 


Pf»d ipupprAia 


tspjjnsas 

uiaaps^ O) tiuamXij 


WH pm 

uo^tpao miuaiajajj 


joiqac] 

O) aainiMOiiv 


nomonoj 

>ufpn|3ii; 

'■wuadxg 

pnmppai 


jadaj imn 
pm tiitmo 
in taafiotj | 

pani n 

■■ata'jaifj/Mpmrq 
-uoi|s ‘nmniioa 
•av ‘iaanopanv 
jocaBnio 


I iP 

IP 


, japio SojApaaH 

I Ja«» 

I tj«03 airi 


(dumi 
tupiniain) 
nbiiiiaa 
JO niios «rT 


taaj jjnoo 

i P“» 

I apuxjopnog 


At the expiration of six months from the date of the receiving order, and every 
succeeding six months until his release, the trustee must send to the Board of Trade a 
duplicate copy of the cash book for such period, together with the necessary vouchers 
and copies of the cmificate of audit by the committee of inspection. One copy of the 
cash book so required will be in the form shown above; the other copy is simply a 
summarised form without the detail columns. 
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If the trustee carries on the business of the debtor, he must keep a Trading Account 
recording simply the cash receipts and payments. This account must be kept in the 
prescribed form, and only the weekly total of the receipts and payments need be 
inserted in the general cash book. 

At the date of declaring the first and each subsequent dividend, and at the date of 
application by the trustee for release, he must prepare a summarised statement of 
receipts and payments in the prescribed form, showing the position of the estate at the 
date in question. A copy of this statement must be sent to each creditor who has 
proved, and to the debtor. 

§ 3. Deeds of Arrangement 

Where a trustee is appointed under a private deed of arrangement, it is usual for a 
Statement of Affairs to be presented to the creditors, drawn up more or less on the 
lines of a Statement of Affairs in bankruptcy, but disclosing considerably less detail. 
A list of creditors is also usually furnished. 

The trustee under a deed of arrangement is not compelled to keep a columnar cash 
book similar to that required to be kept by a trustee in bankruptcy; but he must, with¬ 
in thirty days after the expiration of twelve months from the date of the registration 
of the deed, and again on finally ceasing to act, transmit to the Board of Trade an 
account of his receipts and payments as trustee, sufficient indication being given of 
each receipt and payment to explain its nature. 

Where trading is carried on, a separate Trading Account must be kept, and the 
totals entered in the cash account. 

By Section 14 of the Deeds of Arrangement Act, 1914, it is provided that every 
trustee under a deed of arrangement must send, every six months from the registration 
of the deed, to each creditor who has assented to the deed, a statement in the pre¬ 
scribed form, of the trustee’s acxiounts and of the proceedings under the deed to the 
date of the statement. This is in addition to the Statement of Accounts sent annually 
to the Board of Trade, or (as provided by Section 13 of the Deeds of Arrangement 
Act, 1914), at such times as may be prescribed. 


§ 4. The Preparation of a Statement of Affairs of a Company in Compulsory 
Liquidation 

Within fourteen days from the date of the winding-up order, or of the appointment of 
a provisional liquidator, a Statement of Affairs in the prescribed form must be sub¬ 
mitted by the directors or secretary, or one of the chief officers of the company. If 
necessary, the official receiver may require some other employee of the company 
competent to do so, to prepare the statement, or even an employee of a company 
which is an officer, e.g., secretary, of the company in liquidation. 

The form of this statement is prescribed by the Companies (Winding-up) Rules, 
1949, and is somewhat different from that us&i in bankruptoy, since it is designed to 
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show not only the estimated surplus or deficiency as regards creditors of the company, 
but also the estimated surplus or deficiency so far as the members are concerned. The 
statement must be accompanied by the following schedules: 

A. Assets not specifically pledged. 

B. Secured creditors, and assets specifically pledged to them. 

c. Preferential creditors. 

D. Debenture holders secured by a floating charge. 

E. Unsecured creditors. 

F. Issued and called-up capital (Preference Shares). 

G. Issued and called-up capital (Ordinary Shares). 

H. Deficiency or Surplus Account. 

In the case of a winding-up where the relevant date is after 30th June, 1948, the 
following debts are preferential (s. 319). For this purpose the expression ‘the relevant 
date’ means: 

(i) in the case of a company ordered to be wound up compulsorily, the date of the 
appointment (or first appointment) of a provisional liquidator, or, if no such 
appointment was made, the date of the winding-up order, unless in either case 
the company had commenced to be wound up voluntarily before that date; and 

(ii) in any other case the date of the passing of the resolution for the winding up of 
the company. 

Where, however, either a receiver is appointed on behalf of the holders of deben¬ 
tures secured by a floating charge on assets of the company, or possession is taken 
by or on behalf of those debenture holders of any property comprised in the charge, 
the “relevant date’’ is the date of the appointment of the receiver, or of posses¬ 
sion being taken, as the case may be (s. 94 (3)). 

% 

(a) The following rates and taxes: 

(i) all local rates due from the company at the relevant date, and having become 
due and payable within twelve months next before that date; 

(ii) all land tax, income tax, profits tax, excess profits levy or other assessed taxes 
assessed on the company up to the 5th April next before that date (including tax 
due for the period to 5th April although not yet assessed {see Gowers v. Walker 
p. 482)), and not exceeding in the whole one year’s assessment. (The Crown may 
select any one year’s assessment; they are not confined to the year immediately 
preceding the relevant date); 

(iii) the amount of any purchase tax due from the company at the relevant date, and 
having become due within twelve months next before that date. 
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(iv) any s ums due at the relevant date by the company on account of tax deductions 
under P.A.Y.E. for the twelve months next before that date {Finance Act, 
1952,8.30). 

(v) any estate duty payable by a company in respect of assets of a company deemed 
to pass on a death by virtue of Section 46, Finance Act, 1940 {Finance Act, 1940, 
s. 54). 

{b) All wages or salary (whether or not earned wholly or in part by way of commis¬ 
sion) of any clerk or servant in respect of services rendered to the company during 
four months next before the relevant date and all wages (whether payable for time 
or for piece work) of any workman or labourer in respect of services so rendered. 
Any remuneration in respect of a period of holiday or of absence from work 
through sickness or other good cause is deemed to be wages in respect of services 
rendered to the company during that period. 

(c) Any sum ordered under the Reinstatement in Civil Employment Act, 1944, to be 
paid by way of compensation where the default by reason of which the order for 
compensation was made occurred before the relevant date, whether or not the order 
was made before that date. 

The sum to which priority is to be given under paragraphs {b) and (c) above 
respectively is not, in the case of any one claimant to exceed £200. Where, however, 
a claimant under paragraph {b) is a labourer in husbandly who has entered into a 
contract for the payment of a portion of his wages in a lump sum at the end of the 
year of hiring, he has priority in respect of the whole of such sum, or a part thereof, 
as the court may decide to be due under the contract, proportionate to the time of 
service up to the relevant date. 

(d) All accrued holiday remuneration becoming payable to any clerk, servant, work¬ 
man or labourer (or in the case of his death to any other person in his right) on the 
termination of his employment before or by the effect of the winding-up order or 
resolution. 

The expression ‘accrued holiday remuneration* includes, all sums which, by 
virtue either of his contract of employment or of any enactment (including any 
order made or direction given under any Act), are payable to any po^on on account 
of the remuneration which would, in the ordinary course, have Income payable to 
him in respect of a period of holiday had his employment with the company continued 
until he became entitied to be allowed the holiday. 

References to remuneration in respect of a period of holiday include any sums 
which, if they had been paid, would have been treated for ^e purposes of the 
National Insurance Act, 1946, or any enactment repealed by that Act as remun¬ 
eration in respect of that period. 
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(e) Unless the company is being wound up voluntarily merely for the purposes of 
reconstruction or of amalgamation with another company, all amounts due in 
respect of contributions payable during the twelve months next before the relevant 
date by the company as the employer of any person under the National Insurance 
Acts. 

if) Unless the company is being wound up voluntarily merely for the purposes of 
reconstruction or of amalgamation with another company, or unless the company 
has, at the commencement of the winding up, under such a contract with insurers 
as is mentioned in Section 7 of the Workmen’s Compensation Act, 1925, rights 
capable of being transferred to and vested in the workman, all amounts due in 
respect of any compensation under the said Act, which have accrued before the 
relevant date in satisfaction of a right which arises or has arisen in respect of 
employment before the fifth day of July, 1948. 

Where any payment has been made: 

(fl) to any clerk, servant, workman or labourer in the employment of a company, on 
account of wages or salary; or 

(5) to any such clerk, servant, workman or labourer, or, in the case of his death, to 
any other person in his right, on account of accrued holiday remuneration; 

out of money advanced by some person for that purpose, the person by whom the 
money was advanced has a right of priority in respect of the money so advanced and 
paid up to the amount by which the sum in respwJt of which the clerk, servant, work¬ 
man or labourer, or other person in his right, would have been entitled to priority in 
the winding up has been diminished by reason of the payment having been made. 

The foregoing debts: 

(a) rank equally among themselves and are to be paid in full, unless the assets are in¬ 
sufficient to meet them, in which case they are to abate in equal proportions; and 

(b) in the case of a company registered in England, so far as the assets of the company 
available for payment of general creditors are insufficient to meet them, have priority 
over the claims of holders of debentures under any floating charge created by the 
company, and be paid accordingly out of any property comprised in or subject to 
that charge. 

Subject to the retention of such sums as may be necessary for the costs and expenses 
of the winding up, the foregoing debts are to be discharged forthwith so far as the 
assets are sufficient to meet them, and in the case of the debts to which priority is 
given by paragraph (e) formal proof thereof is not required except in so far as is other¬ 
wise provided by general rules. 

In the event of a landlord or other person distraining or having distrained on any 
goods or effects of the company within three months next before the date of a winding 
up order, the debts to whidi priority is givoi by this section are a first charge on the 
goods or effects so distrained on, or the proceeds of the sale thereof; but, in respect of 
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any money paid under any such charge, the landlord or other person has the same 
ri^ts of priority as the person to whom the payment is made. 

Unpaid calls on shares are treated in the Statement of Affairs as an asset at the 
amount they are expected to realise, the balance being entered as a loss in the 
Deficiency Account. The nominal amount of unpaid capital liable to be called up is 
not shown as an asset, but is given as a note at the foot of the Statement of 
Affairs. 

The Deficiency Account covers a period commencing on a date not less than three 
years before the date of the winding-up order, or, if the company was formed within 
the three years, the date of formation of the company. It sets out in detail all items 
contributing to the deficiency (or reducing the surplus) commencing with the excess 
(if any) of capital and liabilities over assets (/.e., any debit balance on Profit and Loss 
Account) three years previously. From the total of these items is deducted the total 
of all items reducing the deficiency (or contributing to the surplus), and the balance 
represents the deficiency or surplus disclosed by the statement of affairs. A note is 
appended of the items taken into account in arriving at the amount of the net trading 
profits or losses shown in the account. 


Illustration 

From the following particulars prepare statement of affairs of the General Trading Com¬ 
pany, Limited, as at 31st December, 1962, the date of the Winding-up Order: 


Land and Premises (book value £13,(XM) valued at 
Secured Creditors holding First Mortgage on Land and Premises 
Partly Secured Creditors holding Second Mortgage on Land and Premises 
Unsecured Creditors 

100 6% Mortgage Debentures of £100 each, carrying a floating charge on the assets, interest payable 30th June and 
31at December, paid to 30th June, 1962 
Liabilities on Bills discounted 

Of which it is expected to rank .. 

Managing Director’s Salary, owing for five months 
Weekly Wages unpaid (4 weeks) 

Debtors: Good 

„ Doubtful, estimated to produce 6s. 8d. in the £ 

,. Bad . 

Bills Receivable: Good 
Bank Overdraft 
Cash in Hand 

Stock (cost £13,000) valued at .. 

Issued Capital: 

100 Founders* Shares of £1 each, 10s. called op. 

13,000 Ordinary Shares of £1 each, issued as fully paid. 

3,000 Preference Shares of £1 each, ftilly called up, on which there are Calls in arrear of £130, estimated to produce 

£ 100 . 


£ 

11,210 

8,090 

4,310 

10,160 


1,400 

420 

200 

140 

9,263 

2,940 

1,750 

320 

26 

3 

11,000 


The debit balance on Profit and Loss Aixouni on 31st December. 1959, was £2,200. Net 
trading losses for the three years ended 31 st December, 1962, after charging £600 depreciation, 
£1,800 interest on debentures and £6,000 directors’ fees, and crediting £50 transfer fees and 
profit on sale of investments £120, were £8,848. 
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Statement as to the Affairs of 
GENERAL TRADING COMPANY, LIMITED, 

ON THE 31st December, 1962, the Date of the Windino-up Oboer 
SHOWING Assets at Estimated Rhausabu. Values and Liabiuties 

expected to rank 


Assets not specihcally pledged (as per List ‘A’) 
Balance at Bank 
Cash in Hand .. 

Marketable Securities 
Bills Receivable 
Trade Debtors 
Loans and Advances 
Unpaid Calls .. 

Stock in Trade 
Work in Progress 


Estimated 
I Realisable 
Values 
i £ 


320 

10,245 


100 

11,000 


Freehold Property 
Leasehold Prop^y 
Plant and Machinery 
Furniture, Fittings, Utensils, etc. 

Patents, Trade Marks, etc. 

Investments other than marketable securities 

Other property, viz .: 



(a) 

(6) 

; (c) 

'! Deficiency 
' ranking as 

Surplus 
carried , 


Estimated 

Due to 

j Unsecured 

to last 1 


Realisable 

Secured 

1 

column 

Assets SpsancALLY Pledged 
(as per List ‘B’) 

Values 

Creditors 

! (see next 
page) 

! 

1 


£ 

£ 

£ 

£ i 

Freehold Property 

11,210 

12,600 

1,390 

_ 1 

1 

i 


£11,210 

£12,600 

£1,390 

£— 


Estimated surplus from Assets specifically pledged 


Estimated Total Assets available for Preferential Creditors, Debenture Holders ; 

SECURED BY A FLOATING CHARGE, AND UNSECURED CREDITORS* (carried forward tO ' 

next page) .. .. .. .. £ 21,668 




1 (rf) 

Summary of Gross Assets 


1 £ 

Gross realisable value of assets specifically pledged 

, . 

1 11,210 

Other Assets 

1 

21,668 ; 

Gross Assets 

..£i32,878 i 
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Estimated Total Assets available for Preferential Creditors, Debenture Holders 
SECURED BY A Floatino Charoe, AND UNSECURED CREDITORS* (brought forward from 
preceding page) 


(e) 

Gross 

Liabilities 

£ 


11,210 


Liabilities 

(to be deducted from surplus or added to deficiency as the case may be) 


Secured Creditors (as per List ‘B') to extent to which claims are estimated to be 
covered bjr Assets specifically pledged (item (o) or (b) on preceding page, 
whichever is the less) 

(Insert in 'Gross Liabilities' column only.) 


140 


10,300 


Preferential Creditors (as per List *C’) 

Estimated balance of assets available for Debenture Holders secured by a floating 
charge, and Unsecured Creditors* .. .. .. .. £ 

Debenture Holders wcured by a floating charge (as per List 'D') .. 

Estimated Surplus as regards Debenture Holders* .. ., .. £ 


1,390 

10,160 

200 

26 


Unsecured Creditors (as per List ‘E’): 

Estimated unsecured balance of claims of Creditors partly secured on 
specific assets, brought from preceding page (c) 

Trade Accounts 
Bills Payable 
Outstanding Expenses 
Bank Over^ft 


1,390 

10,160 

200 

26 


Contingent Liabilities (State nature): 
420 Bills Discounted 


Estimated Deficiency as regards Creditors* 
being difference between: 

Gross Assets brought from preceding page ( d ) 

- and Gross Liabilities as per column (e) 

£33,846 


420 


£ 

32,878 

33,846 


Issued and called-up Capital 
5,000 preference shares of £1 each 
£1 called-up (as per List ‘F’) 
1S,(XX) ordinary shares of £1 each 
£1 called-up (as per List ‘G’) 

100 founders’ shares of £1 each 
10s. called-up 


Estimated Deficiency as regards Members* (as per list ‘HO 


£ 

5,000 

15,000 

50 


£ 


*These figures must be read subject to the following notes: 

(1) (/) There is no unpaid capital liable to be called up or 

(g) The nominal amount of unpaid capital liable to be called-up is £50, 
estimated to produce £50, which is charged in favour of Debenture 
Holders. 


(2) The estimates are subject to costs of Uk winding-up and to any surplus 
or deficiency on trading pending realisation of the Assets. 


£ 

21,668 


140 

21,528 

10,300 

11,228 


12,196 


968 


20,050 

21,018 


Strike out 
(/)or(g) 
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§ 5. The Accounts of a Liquidator in Compulsory Liquidation 
These accounts are similar to those of a trustee in bankruptcy. The liquidator must 
keep a cash book in the prescribed form, containing columns for every class of receipt 
and payment. 

The following is the form provided: 


Total 

. 

1 

1 

ttuauiXej 

MqiO 

—.- 

(puiiT) 

•*ON 

jaqanoA 


1 

i 

i 

teuoinq|j)uo3 

ot'tjuauixvde^ 

; 

1 



PWd 

tpoapiAja 

_ . ! 

j 

a ■ 

a 

Q 

' 


aatiunoas 
luaapaH 
oi cniatuXe j 

_ _ - 1 

1 

Other 

Receipts 

- 


1119^ 

pin uoi|paj 3 
inpoaiajajd 

1 




' uoissonofi 

I I 9uipfl|3ll| 

I I tusuddxg fB)D»ppu| 


jadvj I«oo7 
pire 9t99ZOO 

in saofioK 
*J 9 |UM puuqwoqs 

*|ueiuno93V 
*jaauop 9 ny 
_ JO 

~S9uO)nqijiaoQ O) 
ppid JO puopfAiQ 

in poinqijqsTp 
nononiv pun pocnvoj 
fllMsy no *0103 
[*!^0 

jo}iro|nbn pim 
jaavireiq jo 
uop«j9iiniiia>i 


JopjO 

dn-Suipui/Vk 
jaiiv' 
flS 03 


uoqpa^ JO 
fjK03Mri 


saaj uno3 
pire 

«pwx JO pjvoa 
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At the expiration of six months from the date of the winding-up order, and every 
succeeding six months until his reles^e, the liquidator must send to the Board of 
Trade a duplicate copy of the cash book for such period, together with the necessary 
vouchers, and copies of the certificate of audit of the committee of inspection. One 
copy of the cash book so required will be in the form shown above, the other copy 
being simply a summarised form without detailed columns. 

If the liquidator carries on business for the company, he must keep a Trading 
Account, recording simply the cash receipts and payments. This account must be 
kept in the prescribed form, and the weekly totals of receipts and payments on Trading 
Account must be incorporated in the cash book. 

The liquidator must transmit to the Board of Trade with his accounts a summary 
thereof in the prescribed form, copies of which are sent out to creditors and con¬ 
tributories. 

At the date of application by the liquidator for release, he must prepare a sum¬ 
marised statement of receipts and payments in the prescribed form, showing the 
position of the company at that date. 

Under Section 342, Companies Act, 1948, if the winding-up has not been com¬ 
pleted within one year, the liquidator must make the returns to the registrar required 
by the section in the prescribed form. 

§ 6. The Accounts of a Liquidator in Voluntary Liquidation 

Where it is proposed to wind up a company voluntarily, the directors (or a majority 
if there are more than two) may make a statutory declaration that they have made a 
full enquiry into the affairs of the company and have formed the opinion that the 
company will be able to pay its debts in full wthin such period, not exceeding twelve 
months, from the commencement of the winding-up as is stated in the declaration. 
Such a statement, to be effective, must be made within the five weeks preceding the date 
of the passing of the resolution for vdnding-up and be filed with the registrar of com¬ 
panies before that date, and must embody a statement of the company’s assets and 
liabilities at the latest practicable date prior to the declaration. The vanding-up will 
then be a ‘members’ voluntary winding-up’; if the declaration is not made, it will be 
‘a creditors’ voluntary winding-up’. There are heavy penalties for making such a 
declaration without reasonable grounds; if the company does not pay or provide for 
its debts in full within the period stated in the declaration, it will be presumed that the 
directors did not have reasonable grounds for that opinion, unless the contrary is 
shown (s. 283, Companies Act, 1948). 

The statement of assets and liabilities must be in the following form; 
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Statement as at.19.showing Assets at estimated realisable 


values and Liabilities expected to rank 

1 

1 

Assets and Liabilities 

Estimated to 
realise or to 
rank for 
payment (to 
nearest £) 

Assets: 

£ 

Balance at Bank 


Cash at Bank .. .. .. .. 



Cash in Hand 
Marketable Securities. 
Bills Receivable 
Trade Debtors 
Loans and Advances . 
Unpaid Calls 
Stock in Trade 
Work in Progress 


Freehold Property 
Leasehold PropCTty .. 

Plant and Madiinety .. 

Furniture, Fittings, Utensils, etc. 

Patents, Trade Marks, etc. 

InvesUnents other than nurketable securities 
Other property, viz.’. 


Estimated realisable value of Assets 

LiABnjTiEs; 

Secured on specific assets, viz.: 


Secured by Floating Charge(s) 

Estimated Costs of Liquictetion and other expenses including interest 
accruing until payment of debts in full 
Unsecured Creditors (amounts estimated to rank for 
paynient): 

Trade Accounts .. 

Bills Payable 
Accrued Expenses 
Other Liabilities: 


Contingent Liabilities: 


.. £ 


Estimated Surplus after paying Debts in full 
Remarks; 
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If the liquidator is at any time of opinion that the company will not be able to pay 
its debts in full witbdn the period stated in the above mentioned declaration, he must 
forthwith summon a meeting of creditors and lay before it a statement of the assets 
and liabilities in a form identical to that of the Statement of Affairs shown on pages 
497-9 except that the date as at which the assets and liabilities are stated is left open, 
since the liquidator may have been continuing the company’s business and have fresh 
assets and Uabilities to disclose (Companies Act, 1948, Section 288). 

In a creditors’ voluntary winding-up, the company must summon a meeting of 
creditors for the day, or the day next following the day on which the resolution for 
winding-up is proposed to be passed. The directors must lay before that meeting a full 
statement of the company’s affairs and a list of the creditors and their estimated 
claims (Section 293, Companies Act, 1948). No form of statement is laid down, but 
it can conveniently follow that shown on pages 497-9. 

In any voluntary winding-up, the liquidator is required to keep an account of his 
receipts and payments. 

If the liquidation continues for more than one year, the liquidator must summon a 
general meeting of the company at the end of the first year (unless a meeting under 
Section 288 of the Companies Act, 1948, washeld within thr^ months before the end of 
that year), and of each succeeding year from the commencement of the winding-up, 
or as soon thereafter as may be convenient, and lay before the meeting an account of 
his receipts and payments. 

When the liquidation is finally completed, a general meeting must be summoned by 
the liquidator, and an account laid before it showing the way in which the property 
of the company has been disposed of. 

The account must be in the following form: 
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No. no (Rule 182 ) 

No, of Company . The Companies Act, 1948 

Liquidator’s Statement of Account (Members’ or Creditors’ Voluntary Windino-up) 

(Pursuant to Sections 290 and 3(X)) 

Statement showing how the winding*up has been conducted and the property of the company has been 

disposed of 

Name of Company . Limited (in liquidation) 

Presented by . 

LIQUIDATOR’S STATEMENT OF ACCOUNT [MEMBERS] •[CREDITORS] VOLUNTARY 

WINDING-UP 

Statement showing how the winding-up has been conducted and the property of the company has been disposed of 
From.19 (Commencement of Winding-up) to.19. . (Close of Winding-up) 


I Statement { 
' of Atseu 
I and 
LiabUities 


Recelpta: 

Caah at Bank 
Cash in Hand 
Marketable Securities 
Snndry Debtors 
Stock in Trade 
Work in Propesa 
Freehold Property 
Leasehold Property 
Plant and Machin^ 

Ftimiture, fittings, utensils, etc. 
nitents, trade marks, etc. 
Investments other than market¬ 
able secuiities 
Surplus from securities 
Unpaid calls at commencement of I 
winding-up 

Amounts remved from calls on I 
contributories made in the j 
winding-up ,. i 

Receipts per trading account .. 
Other property vli.; I 


Receipts 


Vest: 

Payments to redeem securities 
Costs of execution 
Payments per trading account 



Paymenu 


Costs of Solicitor to Liquidator 
Other law costs 
Liquidator’s mnoneration: 


d. 


I ...%on£ 




realised 

distributed 


s. I d. 


By whom fixed. 

Auctioneers' and valuers* charges 
Costs of possession and maintenance of estate 
Costs of notices in Gazette and local papers 
Inddental Outlay 

Total costs and charges .. 


Net realisations 


(i) Debenture holders: 
Payment of £ 
per £ debenture 
Payment of £ 
per £ debenture 
Payment of £ 
per £ debenture 


I £ 


(ii) Creditors: 

.•Preferential .. 

.• Unsecured: 

Dividend(s) of ...s. ...d. in £ on 
£. 


(Tte estimate of amount expect^ to rank 


for dividend was £ 

(ill) Returns to contributories : 


.s.d. per £. 

....f share 

■a.d. p»r f . 

....f share 

.s.d. per £ .. 

.t share 


Balance 


(1) Assets, including.show in the statement of assets and liabilities and estimated be of the value of £■. 

have proved to M unr^iMble. 

(2) State amount paid into the Companies Liquidation Account in respect of : 

(o) unclaimed dividends payable to creditors in the winding-up ■ ■ £ 

(h) other ondaimed distributions in the vrinding-up .. . • E 

(c) moneys held by the company in trust in respect ofdividends or other sums due before the commence- 
mentofthe winding-up to any person as a member of the company.. ..£ 

(3) Add here any special remaiks the Liquidator Blinks desirable: 

Dated this day of „ 

(Signature ofhquidatotfs)) 

(address) 

• Stota number. Pntaential craditon need not be separately shown if all creditors have been paid in iViii. 
t State nominal value and doss of share. 
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Returns to the registrar under Section 342, Companies Act, 1948, must be made by 
the liquidator if the winding-up is not completed within one year. 

Illustration 

The X Company Limited went into voluntary liquidation on 31st December, 1962, with 
preferential creditors £408, other unsecured creditors £3,375, and 6 per cent, debentures 
£4,000, secured by a floating charge on the undertaking, the interest on which was paid to 
30th June, 1962. 

The assets realised £7,255, being £4,200 from sale of stock, £3,030 from books debts and 
£25 cash in hand at the commencement of liquidation. The debentures were paid off on 
30th June, 1963, and a first and final dividend distributed to creditors. Cost of liquidation 
amounted to £95 2s. Od. 

Prepare the liquidator’s final Statement of Account for presentation to the shareholders, 
his remuneration being at the rate of 3 per cent, on the amount realised and 2 per cent, on 
the amount distributed to unsecured creditors. Ignore Income Tax. 


THE X COMPANY, LIMITED (IN LIQUIDATION) 
LIQUIDATOR’S STATEMENT OF ACCOUNT 


RECBIFn 

£ t. d. 

£ s. d. 1 

Realisatioii of Asiett: 


1 

Caih.. 

25 0 0 

' 

Stock 

4,200 0 0 


Book Debts .. 

3,030 0 0 

, 



7JU5 0 0 



£7.233 0 0 


PAYMENn £ I. d. : £ id. 

Cmu. 95 2 0 

Liquidator’s Remuneration: i 

3%on £7,230naUaed .. 216 18 0 I 

2% on £2,230 distributed 43 0 0 

I-, 261 18 0 

Preferential Creditors .. ' 408 0 0 

Debenture-holders .. ! 4,000 0 0 > 

Interest to date of payment., i 240 0 0 i 

I-: 4,240 0 0 

Unsecured Creditors: | 

First and Final Dividend of ; 

13s. 4d. in the £ on £3,373 | , 2.230 0 0 


I £7^33 0 0 


Note. 

The first part of the liquidator's remuneration will be calculated on the amounts realised by 
him. He will not, therefore, be entitled to any percentage on the cash in hand at the com¬ 
mencement of the liquidation. His remuneration will, however, be calculated on the gross 
amounts realised before deducting expenses. 

Rule 159 of the Winding-Up Rules, which applies only to a winding-up by the court, 
provides that this percentage shall be on the amount realised ‘after deducting the sums (if 
any) paid to secured creditors (other than debenture holders) out of the proceeds of their 
securities’. 

Applying this principle to this example, the liquidator will be entitled to remuneration on 
the full £7,230, before deducting the amounts paid to the debenture holders. 

The second portion of the liquidator’s remuneration is computed on the amount dis¬ 
tributed to unsecured creditors. 

The cash to be divided between the liquidator and the unsecured creditors amounts to 
£2,295. Since the commission is to be 2% on the amount distributed (/.e., after deducting 
such commission), it will be equal to of £2,295, viz., £45, leaving £2,250 (equivalent to 
a dividend of 13s. 4d. in the £) available for the unsecured creditors. 


§ 7. Return to Shareholders 

In the event of some shares being fully paid up and others only partly paid up, it will 
become necessary for the liquidator to adjust the rights of the contributories between 
themselves, and this may involve the making of a call on those shareholders whose 
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shares are only partly paid up. It is essential that the amounts finally contributed by 
shareholders in any one class should be equal as between themselves. 

If a surplus remains after all costs and liabilities have been discharged, this must 
be distributed between the shareholders according to their rights under the memo¬ 
randum and articles of association. 

Shares which are entitled to priority as to repayment of capital should be paid off 
first (if necessary out of the proceeds of a call made on shares of an inferior degree); 
if a surplus remains after all the shareholders have received the nominal amount of 
their shares, it would appear from the decision of the House of Lords in Scottish 
Insurance Corporation Ltd. v. Wilsons and Clyde Coal Co., Ltd. (1949), which over¬ 
ruled the previous decision in Re William Metcalfe & Sons, Ltd. that unless, on a true 
construction of the articles, the preference shareholders are entitled to share in such 
surplus, it belongs to the ordinary shareholders. If the articles give the preference 
shareholders the right to priority as to the return of capital, the presumption is that 
they are not entitled to any further share in the assets. 

In regard to any arrears of preference dividend, the basic rule is that in the absence 
of some provision in the articles to the contrary preference shareholders have no right 
to arrears of dividend unless d«;lared before the commencement of the winding up 
{Rb Crichton's Oil Co. Lid. (1902) 2 Ch. 86). It would seem, however, that any in¬ 
dication that the shares are to be preferential as to dividend on a winding-up may be 
sufficient to exclude this rule. In Re E. W. Savory, Ltd. (1951), 2 All E.R. 1036, where 
the articles stated that ‘the preference shares... shall confer on the holders the right 
to a fixed cumulative preference dividend at the rate of 6 per cent per annum on the 
capital paid up thereon and shall rank both as regards dividends and capital in 
priority to all other shares, both present and future’ it was held that the preference 
shareholders were entitled to arrears of dividend on winding-up although no dividends 
had been declared. The arrears are calculated up to the commencement of the 
winding-up and not to the date of repayment of capital. Income tax is not deductible 
from arrears of preference dividends payable in a winding-up {Re Dominion Tar and 
Chemical Co. Ltd. (1929), 2 Ch. 387). 

Dlustration (1) 

The capital of The Motor Company, Limited (in voluntary liquidation), consists of: 

2,000 Preference Shares of £5 each, fully paid up. 

8,000 Ordinary Shares of £S each, fully paid up. 

6,000 Ordinary Shares of £S each, £4 per share paid up. 

2,0(X) Deferred Shares of £5 each, £4 per share paid up. 

Under the articles of association, the preference shares have priority as to repayment of 
capital over the ordinary shares, and the ordinary shares priority over the deferred shares. 

The costs of liquidation, including the liquidator’s remuneration, amounted to £700, and 
the creditors to £8,900. 

The assets realised £18,700. The call made by the liquidator on the deferred shareholders 
for the adjustment of the rights of shareholders mter se was fully paid. A call of 10s. per 
share was made on the partly-paid ordinary shareholders, which was duly paid, with the 
exception of that on 200 Shares, which was irrecoverable. 

Prepare the liquidator’s final Statement of Account. 
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THE MOTOR COMPANY, UMITED (IN LIQUIDATION) 
LIQU IDATOR’S FINAL STATEMENT OF ACCOUNT 


Realisation of Anets 
Proceeds of Call of £I per Share on 
2,000 Deferred Shares of £3 each .. 
Call of 10s. per Share on 6,000 Ordinary 
Shares of £S each, to make them 
£4 tOs. paid 

Leu CaU trapaid on 200 Shares 


3,000 

too 


i tl.700 t| 
2,000 j; 

ji 

Coitt of Uquidatioii 

Craditon paid in ftill 

Return to Shareholden: 

£S per Share on 2,000 Preference 
Sharei of £3 each, being return in 

ftiU. 

lOi. per Share on 8,000 Ordinary 
Shares of £3 each, leaving £4 lOa. 
per Share paid 

' ;j 

i |i 

-I 2,900 ;| 

1 £23,600 !. 



10,000 


4,000 


foo 

1,900 


•I 14.000 


£23.600 


Notes. 

(1) The 200 shares in respect of which the call is irrecoverable vfili be forfeited. 

(2) The call from the holders of the partly-paid ordinary shares makes the partly-paid shares 
£4 10s. Od. paid, and the proceeds must be applied in payment of 10s. per share to holders 
of fully-paid ordinary shares, which leaves dl the ordinary shares £4 10s. Od. paid. 
There would be no point in calling up 15s. per share on the partly-paid shares and then 

repaying 5s. The elfect is obtained by merely calling up 10s. per share. 


niostration (2) 

A company having the following issued share capital went into voluntary liquidation: 
40,000 6 per cent, preference shares of £1 each, 15s. paid. 

2,000,000 ordinary shares of 2s. each, 9d. paid. 

The articles gave the preference shareholders a preferential right to dividends, but were 
silent as to repayment of capital. 

The assets were realised, and the liquidator’s expenses and remuneration and the pref¬ 
erential creditors paid. It was then found that the remaining balance was insufficient by the 
sum of £3,000 to p'ay the unsecured creditors. 

Advise the liquidator as to his procedure in raising calls on the members. 


The liquidator should be advised as follows; 

The shareholders will all rank pari passu, and it will therefore be necessary to call up on 
some and repay on others. Care must be taken to compute the exact amounts in each case, 
since it would be inexpedient to make unnecessary calls on members entitled to a repayment. 
Ascertain first what would be available if all the uncalled capital were called up. This 


would produce: 

5s. per share on 40,000 £1 preference shares .. £10,000 

Is. 3d. „ „ 2,000,000 2s. ordinary shares .. 125,000 

£135,000 

Deduct amount to meet balance of creditors .. 3,000 


Leaving available for repayment to members .. £132,000 

The paid-up capital would then be: 

40,000 £1 preference shares £40,000 

2,000,000 2s. ordinary shares .. . • . • • • • • 200,000 


£240,000 






BOOK-KEEPING AND ACCOUNTS 


508 


[Chap. Xin 


The amount available would make possible a repayment of in the £ on the whole 

capital, or 11s. in the £. 

This amounts to 11s. per preference share, and Is. l-2d. per ordinary share. 

There would be no point, however, in calling up 5s. per preference share and repaying 1 Is. 
per share, so no call would be made on these shares, the net balance of 6s. being repaid. 
Similarly, instead of calling up Is. 3d. per ordinary share, and repaying Is. l-2d. per share, 
a net call of l-8d. per share would be made. 

The final advice therefore would be: 

Call up l-8d. per share on 2,000,000 ordinary shares, producing.. .. £15,000 

Pay balance of liabilities .. 3,000 

Repay 6s. per share on 40,000 preference shares 12,000 

- £15,000 


In practice, of course, provision would have to be made for any calls not expected to be 
received. An adjustment of the call can be made on this account. 


§ 8. The Accounts of a Receiver 

Where a receiver or manager of the whole or substantially the whole of the property 
of a company is appointed on behalf of any debentures secured by a floating charge, 
he must forthwith send notice to the company of his appointment, and there shall, 
within fourteen days after receipt of the notice, or such longer period as may be allowed 
by the court or by the receiver, be made out and submitted to the receiver a statement in 
the prescribed form as to the affairs of the company. The prescribed form is similar in 
all respects to that used in a compulsory winding-up, and shown on pages 497-9 
except that the relevant date is the date of the appointment of the receiver (s. 372 (1). 

The accounts of a receiver appointed by the court take the form of a record of his 
receipts and payments, supported by vouchers, and made out in the prescribed man¬ 
ner. The accounts must be verified by affidavit, and will be passed periodically as 
directed by the order appointing the receiver. 

A receiver of the whole of a company’s property appointed on behalf of debenture 
holders secured by a floating charge must within two months, or such longer period 
as the court may allow after the expiration of twelve months from the date of his 
appointment, and of every subsequent twelve months, and within two months or such 
longer period as the court may allow after he ceases to act as reiver or manager of 
the property of the company, send to the registrar of companies, to any trustees of the 
debenture holders on whose behalf he was appointed, to the company and (so far as 
he is aware of their addresses) to all such debenture holders, an abstract in the pre¬ 
scribed form of his receipts and payments during the period of twelve months or, 
where he ceases to act, during the period from the end of the period to which the last 
preceding abstract related up to the date of his so ceasing, and the aggregate amounts 
of his receipts and payments during all preceding periods since his appointment. 

Where the receiver is appointed under the powers contained in any instrument, for 
references in the preceding paragraph to the court, references to the Board of Trade 
should be substituted. 
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Where the receiver is appointed under the powers contained in any instrument and 
is not a receiver of the whole or substantially the whole of the property of the company 
under a floating charge, the only requirement is that abstracts must be sent to the 
registrar within one month of the receiver’s appointment, and thereafter at intervals 
of six months, and within one month after the receiver ceases to act. This applies to 
receivers appointed out of court under a fixed charge. 

Every receiver or manager who makes default in complying with the provisions of 
this section is liable to a fine not exceeding £5 for every day during which the default 
continues. 


Illustration 

On March 31st, 1963, a receiver was appointed by the debenture-holders of X l.td under 
powers in the instrument, which gave a floating charge. 

A resolution to wind up the company voluntarily was passed on April 30th, 1963, when 
a liquidator was appointed. 

The following is a summary of the company’s position as on March 31st, 1963 : 


20,000 6 per cent Cumulative Preference 
shares of £1 each, fully paid 

100,000 Ordinary shares of £1 each, 16s 
called up 

Less Call in arrear - 4s a share on 5,000 
shares 

£ 

80,000 

1,000 

£ 

20,000 

79,000 

8,000 

20,375 

8,800 

83,145 

! 

1 Fixed assets 
; Stocks 

Debtors 

Profit and Loss Account 

• • 

1 

£ 

.. ; 77.500 

61,230 
.. i 21,365 
59,225 

Capital reserve 

5 per cent ISebentures 

Interest accrued - net 

20,000 

375 

1 

1 



Bank loan, at 6^ per cent per annum in¬ 
cluding interest to date 
(£10,000 Debentures ranking with 
the above were deposited with 
the bank as collateral security) 
Creditors .. 


1 

i 

1 


i 



£219,320 



, £219,320 








Creditors comprised the following: 

(1) Local rates due and payable on April 1st. 1962, £152 and on October 1st, 1962, £148 

(2) ^rchase tax due on Mardi 31st, 1962, £230; due for years to date, £130 

(3) Managing director’s remuneration for three months to date .. 

(4i Directors’ fees for jear to date 

(5) Commissioners of Inland Revenue: 

Income tax deducted from payments not made out of taxed profits: 

1961-62 . 

19^3 .. 

Credited in respect of tax deductible from debenture interest accrued for nine months to 31st 
March, 1963 . 

(6) Loan by director to enable salaries for the month of March 1963 to be paid 

(7) Trade creditors 


£ 

£ 

300 

360 

1,200 

1 3,000 

500 

500 

j 

1 

1 

375 

1,375 

2,600 

74,310 

I 


£83.145 


The receiver collected £12,490 from debtors and sold for £30,792 stock which had been 
valued at £36,253. His expenses and remuneration amounted to £2,778. On June 30th, 1963, 
he made all his obligatory payments and transferred to the liquidator the balance of cash 
in his hands. 

The liquidator realized £42,886 from the fixed assets and £22,339 from the remaining 
stocks and collected the rest of the book debts which were all good. 
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He called up the uncalled capital and the call was met by all the members except the one 
who owed £1,000 for calls in arrear and could not be traced. 

The liquidator made his distribution on August 31st, 1963. His expenses amounted to 
£299 and his remuneration was fixed at a sum equal to 2 per cent on the amount realized 
by him (excluding the cash transferred to him by the receiver) and 1 per cent on the amount 
he distributed to unsecured creditors and contributories. 

The company’s articles provided that the preference capital, together with any arrears 
of dividend to the date of winding-up, should rank in priority to the ordinary capital. No 
preference dividend had heen paid since that in respect of the year ended June 30th, 1961. 

Prepare the Receipts and Payments Accounts of the Receiver and Liquidator respectively, 
showing the payments in order of priority. 

For the purposes of this illustration, the standard rate of income tax is to be assumed to 
be 10s in the £. 


RECEIVERS’ RECEIPTS AND PAYMENTS ACCOUNT 


RealizatiDni: 

Debton 

Stock 


£ 

Receiver'll expenies and remuneration 

£ 

£ 

2,778 

12,490 

Preferential c<eUitort: 


30,792 

Rates (due October 1st, 1982) 

148 



Purchase tax (due for year to date) 
Income tax, 1961-62 

130 



SOO 



Loan by director for payment of 




wages 

2,600 

3,378 


5 w cent Debentures 
mterest thereon for 1 year to June 

20,000 

21,000 

30th, 1963 . 

1,000 





6 | per cent Bank Loan 

8,800 


Interest thereon for 3 months to 



June 30th, 1963 

143 

8,943 





Balance transferred to liquidator 


7,183 

£43,282 



£43,282 






LIQUIDATOR’S I^EIPTS AND PAYMENTS ACCOUNT 



£ 

£ 


£ 

£ 

Transfer from Receive 


7,183 

Liquidator’s Expenses 


299 

Realixations: 



Liquidator's Remuneration: 



Fixed Assets 

42,886 


2 per cent on £93,100 

1,862 


Stock • 

22,339 


1 per cent on £97,130 

972 


I3ebt(»e 

8,873 




2,834 

Calls - 4i- a share on 95,000 Ordinary 



Unsecured Creditors: 



Shares 

19,000 


Rates (due April 1st, 1962) 

132 




93,100 

Purchase tax (due March 31st. 1S)62) 

230 





Director’s Remuneration 

3,000 





Managing Directors’ Remuneration 

1,200 





Income tax, 1962-63 

300 





Trade Creditors 

74,310 

79,392 




Prefnence Shareholders (ISs. ll'98d. 






in£on£22 aOO) 


17,738 



£100,283 



£100,283 


Notes 

(1) The preferential creditors payable in priority to debentures carrying a floating charge 
are: 

{a) local rates which have become due and payable within one year before the relevant date: 

(b) income tax assessed on the company up to April Sth, next, before the relevant date; 

(c) purchase tax due within the twelve months prior to the relevant date; 

{d) salaries for one month. (The director who has advanced money for the payment of 
salaries is entitled to the same priority as the employees to whom the payments are 
made.) 

The relevant date is the date of the appointment of the Receiver, March 31st, 1963. 




§8] BANKRUPTCY, LIQUIDATION AND RECEIVERSHIP ACCOUNTS 511 

(2) The Receiver will pay the interest on the debentui'es under deduction of tax and 
account to the Revenue for the tax deducted under a Section 170 assessment. The Revenue 
is not a creditor of the company for tax deductible from interest until the interest is paid 
and the tax deducted. 

(3) The amount due to the preference shareholders is: £ 

Share capital 20,000 

Arrears of dividend - 6 per cent per annum for 22 months (gross) 2,2(X) 

£22,200 


Arrears of preference dividend are payable up to the commencement of the winding-up 
(April 30th, 1963). Income tax is not deductible from arrears of preference dividend paid in 
a winding-up {Re Dominion Tar and Chemical Co Ltd). 



CHAPTER XIV 

MISCELLANEOUS ACCOUNTS 

§ 1. Hire-Purchase Agreements and Agreements to pay by Instalments 

A hire-purchase agreement is one under which the owner of goods hires them to a 
person, called the hirer, on the terms that the hirer shall pay to the owner a number 
of instalments, until a stated sum has been paid, when the ownership of the goods will 
either pass automatically to the hirer, or he may exercise an option to purchase them 
by the payment of a small agreed sum. 

The fundamental distinction between a hire-purchase agreement and an agreement 
for sale under which the purchase price is to be paid by instalments is that under a 
hire-purchase agreement the property in the goods does not pass to the hirer until 
he has paid the last instalment, or has exercised the option to purchase, as the case 
may be. In the meantime the property in the goods remains with the owner, although 
they are in the hirer’s possession, and the owner may repossess himself of the goods if 
the hirer fails to pay an instalment, without having to repay to the hirer any of the 
instalments already paid. (It should, however, be mentioned, that if the transaction 
is one to which the Hire Purchase Acts 1938-54 apply, the owner cannot repossess 
himself of the goods without the hirer’s consent after one-third of the hire-purchase 
price has been paid or tendered, unless he obtains an order of the Court. These Acts 
apply when the total purchase price does not exceed £3(X), or £1,000 where the 
agreement relates to livestock.) 

In the case of an agreement for sale under which the price is to be paid by instal¬ 
ments, the property in the goods passes to the purchaser immediately on delivery, 
and in the event of default by the buyer, the seller’s only remedy is to sue for the 
unpaid instalments; he cannot recover the goods. 

(a) Hire-Purchase Agreements 

There is no method of recording hire-purchase transactions which is universally 
employed. If strict regard is had to the legal nature of the contract, the goods should 
be treated as continuing to belong to the seller until all the instalments have been 
paid, and until that time the buyer should treat the instalments paid as payments for 
the option to purchase, except that the portion of each payment representing interest 
or service charge, should be written off to Profit and Loss Account in the period to 
which it relates. From the point of view of the seller, it might be considered that no 
profit on the transaction has been earned until all the instalments have been paid, or 
alternatively that credit should only be taken in each accounting period for the profit 
included in the instalments that have been received, the instalments not yet due being 
treated as stock-in-trade and brought into account at a proportionate part of the cost 

512 
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of the goods. Some hire purchase traders make no distinction between hire purchase 
and credit sales, but take credit for the whole profit in the period in which delivery 
is made, treating the outstanding instalments as ‘debtors’. 

Again, there are various ways of fixing the hire-purchase price. In some cases a 
stated rate of interest is added to the diminishing balance of the cash price outstanding 
at the beginning of each year, and the instalments are applied in discharging principal 
and interest. In others no specific rate of interest is charged, but a fixed sum, called a 
‘service charge’ or ‘credit charge’ is added to the cash price of the goods at the outset, 
and the total amount is then discharged by an agreed number of instalments. 

Set out below are various methods, any of which can be adapted to fit the circum¬ 
stances of the case. 

Buyer’s Books 
Method (/) 

{a) Ascertain the cash price of the asset and the rate of interest added thereto in 
fixing the hire purchase price. 

(6) Debit the Asset Account and credit the Vendor with the cash price; debit the 
Vendor and credit Cash with the deposit (if any) paid. 

(c) On an instalment falling due, debit Interest Account and credit the Vendor with 
interest calculated on the balance brought forward on the Vendor's Account after 
the last preceding payment; debit the Vendor and credit Cash with the amount of 
the instalment paid. 

Each instalment thus comprises {a) interest accrued to date, and (b) part of the cash 
price, the amount of {a) becoming progressively less and that of {b) progressively 
more as the payment of the instalments proceeds. Assuming all instalments to be paid 
on their due dates, the balance on the Vendor’s Account at any time will represent the 
part of the cash price that is included in the undue instalments. 

The value of the asset appearing in the balance sheet will be the amount of the cash 
price included in the instalments that have fallen due, /.c., the full cash price, less the 
balance on the Vendor’s Account. If any instalments are overdue, these must appear 
in the balance sheet as current liabilities. Provision for depreciation should be com¬ 
puted on the full amount of the cash price, not only on the part that has been paid. 

Where no specific rate of interest is applied in fixing the hire-purchase price, the 
total ‘mark-up’ should be apportioned over the period of the instalments, either 
equally, or in proportion to the balances outstanding from time to time. For example, 
if the cash price of the goods were £600 and the ‘mark-up’ £120 the total price of £720 
being payable by equal instalments over three years, the ‘mark-up’ of £120 could be 
written off to Profit and Loss Account either at the rate of £40 per annum, or in the 
ratio of three-sixths = £60 in the first year, two-sixths = £40 in the second year and 
one-sixth = £20 in the third year, these being the ratios of the amounts outstanding 
at the beginning of the first, second and third years respectively, viz, £720, £480 and 
£240. 

R 
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UlnstnitioD (1) 

A company which makes up its accounts to 31st December in each year, acquires wagons 
on the hire-purchase system over a term of two years, commendng 1st January, 1962. The 
instalments of £400 each are payable half-yearly. The present cash price of the wagons is 
£1,487, and the wagon company compute interest at the rate of 6 per cent, per annum, work¬ 
ing on half-yearly rests. Show the ledgo- accounts in the books of the buyers providing for 
depreciation at 10 per cent on the cash price. 


WAGONS 


1962 


£ s. d. 





Jen. t 

Wagon Company—Cash Price 

1,487 0 0 






£ s. d. 


PROVISION FOR DEPRECIATION ON WAGONS 


1 £ 1. d. 

1962 


£ s. d. 

i 

Dec. 31 

Profit and Loss Account - 10% 


1 


on £1,487 . 

148 14 0 

I 

1963 




Dec. 31 

mtto 

148 14 0 

1 



£297 8 0 


VENDOR 




— 

1962 


£ 8. d. 

June 30 

Cash. 

400 0 0 


Balance c/d. 

1,131 12 2 

£1,331 12 2 

1962 



Dec. 31 

Cash. 

400 0 0 

1963 

Balance c/d. 

763 11 2 

£1,163 11 2 

June 30 

Cash. 

400 0 0 

1963 

Balance c/d. 

388 10 6 

£788 10 6 

Dec. 31 

Cuh. 

o 

o 

1 



£400 0 0 





1962 



Jan. 1 

Wagone—Oub Price . 

1,487 0 0 

June 30 

Interest 6% on £1,487 for 6 



months. 

44 12 2 



£1,331 12 2 

1962 



July 1 

Balance b/d. 

1,131 12 2 

Dec. 31 

Interest 6% on £1,13112s. 2d. for 



6 months . 

33 19 0 



£1,163 11 2 

1963 



Jan. 1 

Balance b/d. 

763 11 2 

June 30 

Interest 6% on £763 Its. 2d. for 



6 months . 

22 19 4 



£788 10 6 

1963 



July 1 

Balance b/d. 

388 10 6 

Dec. 31 

Interest 6% on £388 10s. 6d. for 



6 months, say. 

11 9 6 



£400 0 0 

_ 




Note.— A small acijustment of the interest on the last instalment is made to balance the account. 


In the Balance Sheets, the items would appear as follows: 

At 3t*t December, 1962: 

Wegoni on hire-purchase at cost 
tea* Hire-purchase insulmenli not yet due .. 


Less Provision for depreciation 


At 3lat December, 1963; 
Waaona at coit 

Lea Provlaion for d^treciatlon 


I 

£ s. d. 

£ s. d. 


1,487 0 0 


763 11 2 


721 8 10 


148 14 0 


£372 14 10 

1,487 0 0 


297 8 0 

£1,189 12 0 
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If the contract is terminated before all the instalments have been paid» and the vendor 
repossesses himself of the goods, the balance on the Asset Account (less any depreciation 
written off) should be transferred to the debit of the Vendor’s Account, the ultimate balance 
of which would then have to be written off to Profit and Loss Account as a loss. It would 
represent that part of the payments made for which no asset is retained. If, for example, in 
the above illustration, the wagons were returned to the vendor after the payment of the 
second instalment, the accounts would be closed as follows ; 


WAGONS 


1962 ; 


£ 

1. d. 

1962 


' £ 

s. 

d. 

Dec. 31 { 

Balance 

1,487 

0 0 

Dec. 31 

Provision for Depreciation 
Transferred to Vendor’s account 

1 148 

14 

0 

1 

i ; 

I 


I 

I 1.338 

6 

0 


1 

1 

£1,487 

0 0 

! 


1 £1.487 

0 

0 


i 

. . . 

1 

1 

VENDOR 


( 



1962 


£ 

s. d. i 

1962 1 


£ 

s. 

d. 

Dec. 31 

Wagons repossessed by Vendor,. 

1,338 

6 0 1 

Dec. 31 ' 

1 

Balance b/f. .. 

Profit and Loss Account: 

763 

1 

11 

2 






Loss written off 

! 

14 

10 



£1,338 

6 0 j 

! _ i 


: £1.338 

T 

0 




J 



1 




Method (2) 

Instead of de\)iting the Asset Account and crediting the Vendor’s Account in the 
first instance with the cash price of the asset, the transaction may be recorded by 
treating each instalment, as it becomes due, as a payment on account of principal and 
interest, debiting the Asset Account with the proportion attributable to principal and 
Interest Account with the interest. To enable this to be done, the instalments must be 
apportioned as shown hereunder: 


Illustration (2) - Circumstances as in Illustration (1). 
The instalments are made up as follows: 


1962 
Jan. 1 
June 30 


July 1 
Dec. 31 


1963 
Jan. 1 
June 30 


July 1 
Dec. 31 


Ca«h price 


intereat at 6^ p.a. on £1,487 for 6 monthe 


Dtduct Cash - Initalment paid 
Balance c/f. 

Add Intereit at 6% p.a. on £1,131 12*. 2d. for 6 monthi 

Deduct Cash, Inatalment paid 
Balance c/f. 

Add Intoeat at 6% p.a. for 6 months 

Deduct Cash, Instalment paid 
Balance c/f. 

Add Interest at 6% p.a. for 6 months - say 
Deduct Cash, final instalment paid 


1 




Interest 

Principal 

j 

£ 

s. 

d. . 

£ s. d. 

£ a. d. 

• 1 

1,487 

0 

0 i 



• i 

44 

12 

2 



1 

1,331 

12 

2 : 



. ’ 

400 

0 

0 ' 

44 12 2 

335 7 10 

1 

1,131 

12 

2 ; 



. ! 

33 

19 

0 ! 

1 




1,163 

TT 

2 

1 


. j 

400 

0 

0 , 

33 19 0 

366 1 0 


76.3 

11 

2 : 



. ■ 

22 

19 




1 

788 

lo 

1 

® : 



* [ 

400 

0 

0 ; 

22 19 4 

377 0 8 

1 

388 10 

fi i 


{ 

. ■ 

11 

9 

6 1 


j 

. ! 

i, 

£400 

0 

T” 

11 9 6 

1 388 10 6 

1 




1 £113 0 0 

j £1,487 0 0 

,! 





1. 
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WAGONS 


1962 


£ a. d. ! 

I 1962 

! 

£ a. d. 

June 30 

Caih - Payments on account of 

l! Dec. 31 

Balance c/f. .. .. .. 

721 8 10 


cash price of wagons 

3SS 7 10 1 


1 


Dec. 31 

Ditto 

366 1 0 ' 

.. 1 





i 

! £721 8 10 i 



£721 8 10 

1963 



1963 



Jan. 1 

Balance b/f. .. 

721 8 10 

Dec. 31 

Balance c/f. .. 

1,487 0 0 

June 30 

Cash . 

377 0 8 




Dec. 31 

»■ • • • • • • 

1 388 10 6 1 






£1,487 0 0 


i 

£1,487 0 0 

1964 


' 




Jan. 1 

Balance b/d... 

1,487 0 0 1 

i 




HIRE PURCHASE INTEREST 


1962 


£ 

s. 

d. 

1962 


£ 

a. 

d. 

June 30 
Dec. 31 

Cash - 6% on £1,487 for 6 months 
Cash-6% on £1,131 12s. 2d. for 

44 

12 

2 

Dec. 31 

Profit and Loss Account 

78 

11 

2 


6 months .. 

33 

19 

0 








£78 

IT 

2 



£78 

11 

~2 

1963 





1963 





June 30 

Cash-6% on £763 Us. 2d. for 




Dec. 31 

Pro6t and Loss Account 

34 

8 

10 


6 months .. 

22 

19 

4 






Dec. 31 

Cash - 6% on £388 lOs. 6d. for 










6 months .. 

11 

9 

6 








£34 

8 

IF 



£34 

8 

IF 












The asset would appear in the Balance Sheets thus: 


At 3Ut December, 1962; 

Wagons on hire-purchase at cost .. 
Less Provision for depreciation 


At 31st December. 1963: 

Wagons on hire-purchase, at cost 
lieu Provision for depreciation 


£ 5. d. 

£ s. d. 

721 8 10 


1 148 14 0 


j 

£572 14 10 

I 1,487 0 0 


297 8 0 

£1,189 12 0 



Method (i) 

A third method of recording the transactions is to credit the Vendor at the outset 
with the full hire-purchase price, debiting the Asset Account with the cash price and 
an Interest Suspense Account with the total amount of interest charged. A transfer is 
then made from the Interest Suspense Account to the Profit and Loss Account each 
year of the interest accrued during the period covered by that account. 

nittstration (3) - Circumstances as in Illustrations (1) and (2). 

The accounts would appear as follows: 


VENDOR 


1962 


■RMI 

1962 


£ a. d. 

June 30 



Jan. 1 

Sundries: 


Dec. 31 


400 0 0 


Wagons - Ca^ l^ce 

1,487 0 0 


BaJance c/f. .. 

800 0 0 


Interest Suspense 

113 0 0 






£1,600 0 0 

1963 


( 

1 

1963 



June 30 

Cash . 

400 0 0 

Jan. 1 

Balance b/f. .. 

800 0 0 

Dec. 31 

»• « • • • • • 

400 0 0 1 









£800 0 0 



, 
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WAGONS 


1962 

I 

£ 

■. d. . 

1 I 




£ 

s. 

d. 

Jan. 1 

i Vendor - Cash Price .. 

1 

1,487 

1 

0 0 

i 

1 1 









INTEREST 

SUSPENSE 






1962 

[ 

[ 

£ 

s. d. 

1962 

£ 

1. 

d. 

£ 

a. 

d. 

Jan. 1 

' Vendor - Total Interest 

.. 1 113 

0 0 

1 Dec. 31 ' 

Profit and Lois Account; 








I 


'( ! 

Interest to .30th June 44 

12 

2 








I ' 

Interest to 3lat Dec. 33 

19 

0 








1 

_ 


1 

78 

II 

2 



1 



Balance c/f. .. 



34 

8 

10 


1 

' £113 

0 0 

1 



i 

j 

£113 

0 

0 

1963 

' 

1 

\ 

; ; 

11 1963 ! 







Jan. 1 

i Balance b/f. .. 

..1 34 

8 10 

Dee. 31 s 

Profit and Loss Account; 










. ' 

Interest to 30th June 22 

19 

4 ! 






1 


1 1 

Interest to 3IstDec. II 

9 

6 





I 

1 


1 

— 



34 

8 

10 


The asset would appear in the balance sheets as in Illustration (I) the instalments not yet 
due at 31st December, 1962 being: 

£ s. d. 

Balance on Vendor’s Account 800 0 0 

Less Interest Suspense Account .. 34 8 10 


£765 11 2 


Seller’s Books 

Method (i) 

(1) A special day-book should be kept for hire-purchase sales, containing columns 
for the cash price, the deposit (if any) payable, the rate or amount of interest or 
other charge added to the cash price, the total hire-purchase price, the amount of 
each instalment and the number of instalments. These particulars should also be 
entered at the head of each hire-purchaser’s account. 

(2) The cash price of each sale should be posted from the day-book to the debit of the 
hire-purchaser’s account, the total of the cash price column being posted periodically 
to the credit of Hire Purchase Sales Account. 

(3) Where interest is charged, a separate Interest Journal should be kept, in which 
interest charges should be entered as instalments become due. These amounts 
should be posted individually to the debit of the hire-purchasers' accounts and in 
total to credit Interest Account. 

(4) All payments received should be posted from the Cash Book to the credit of the 
hire-purchasers' accounts. 

(5) At the conclusion of each accounting period, the total of the hire-purchase sales, 
at cash prices, will be transferred to the credit of Trading Account, the aggregate of 
the balances on hire-purchasers’ accounts, after full provision has been made for 
possible bad debts and the contingency that goods may have to be taken back, being 
brought into the balance sheet as debtors. 
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Under the system described above credit is taken for the gross profit on the whole 
transaction in the accounting period in which the agreement is entered into, only the 
interest being deferred until earned. 

It may, however, be considered that as the sale is not completed until the whole 
of the instalments have been paid, the profit on the transaction should be spread over 
the period of the contract, the balance of the cash price outstanding from time to 
time being regarded, not as an amount owing by a debtor, but as stock out on hire. 
If this view is taken provision should be made, when preparing the final accounts, 
of a sum equal to the proportion of the balances on hirers’ accounts representing 
unrealised profit. The provision should be adjusted to the requisite amount at the 
end of each year and deducted from the total of the hirers’ accounts, the balance 
being shown in the Balance Sheet not as debtors but as stock out on hire. 

niustration (3) 

P. White enters into a hire-purchase agreement with Messrs. A, B & Co., extending over 
a period of two years from 1st January. 

P. White agrees to pay half-yearly instalments of £20 each. The present cash value of the 
goods is £74 7s. Od., and the interest charged is at the rate of 6 per cent, per annum. 

Show P. White’s Account in the books of Messrs. A, B & Co. 


P. WHITE 

Agreement No. 72 (four half-yearly payments of £20) 


lit Year 


£ 

s. 

d. 

lit Year 


£ 

s. 

d. 

Jon. 1 

Sales Account . 

74 

7 

0 

June 30 

Cash . 

20 

0 

0 

June 30 

Intereit Account. 

2 

4 

7 


Balance c/d. 

S6 11 

7 



£76 

11 

7 



£76 11 

7 

July 1 

Balance b/d. . 

S6 

II 

7 

Dec. 31 

Cash . 

20 

0 

0 

Dec. 31 

Interest Account. ... 

1 

13 

10 


Balance c/d. 

38 

s 

5 



£S8 

3 

5 



£58 

5 

5 

2nd Year 





2nd Year 





Jan. 1 

Balance b/d. . 

38 

5 

5 

June 30 

Cash . 

20 

0 

0 

June 30 

Interest Account. 

1 

2 

11 


Balance c/d. 

19 

8 

4 



£39 

8 

4 



£39 

8 

4 

July 1 

Balance b/d. . 

19 

8 

4 

Dec. 31 

Casb . 

20 

0 

0 

Dec. 31 

Interest Account. 


11 

8 







; 

£20 

0 

0 



£20 

0 

0 


In the above example, assuming that A.B & Co. make up their accounts to 31st 
December each year, and that a gross profit of 33^ per cent, is included in the cash 
price of the article sold, in order that the profit on the transaction may be spread 
over the period of the instalments a provision of one-third of £38 Ss. 5d. = £12 ISs. 
2d. should be made in respect of unrealised profit on this transaction at the end of 
the first year, by debiting Profit and Loss Account and crediting Provision for 
Unrealised Profit Account. The amount so provided would be deducted, for Balance 
^j^eet purposes, from the balance on P. White’s account, giving a net amount of 
£25 10s. 3d., which would represent the cost price of the undue instalments, and 
would appear in the Balance Sheet as Stock out on hire-purchase. 
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In practice, as has already been stated, the provision would be calculated on the 
total of the balances outstanding on all hire-purchase contracts, and would be ad¬ 
justed up or down at the end of each year by a transfer to Profit and Loss Account 
of such an amount as will leave a balance on the Provision Account equal to the 
unrealised profit included in the balances on all hire-purchasers' accounts at the 
year end. 


Method (2) 

In cases where, owing to the number of transactions or variations in their terms, the 
calculation of the exact amount of the interest accruing each year cannot conveniently 
be made separately for each item, the interest to be charged each year may be 
approximated by taking an ascertained percentage of the total interest for all contracts 
entered into in the year. In this case an Interest Suspense Account will be raised to 
which the total interest will be credited. The ascertained percentage (found by com¬ 
puting the interest earned on an average contract) will be written off at the end of 
each year in which the contract is outstanding; the percentage will, of course, be at 
its highest in the first year, and will decrease as the years go on, since the principal 
is being repaid. 


niiistratioD (4) 

A hire-purchase agreement for the sale of an asset provided that the first payment of £25 be 
made six months after the date of the agreement, and five subsequent payments of £25 at 
half-yearly intervals thereafter. Interest was computed at 5 % per annum in arriving at the 
price. 

The following table indicates how the interest can be worked out ‘backwards’. Interest 
at 21 % per half year is of the balance at the beginning of each half year, plus 

such interest (which must equal the closing balance plus the instalment for the half-year 
which is credited before arriving at such balance). The table can thus be constructed as 
follows; 


Half- 

year. 

Final 

Balance. 

Instal¬ 

ment. 


Total. 

1 

i 

Interest included therein. 


Opening 

Balance. 


£ a. 

d. 

£ a. 

d. 

£ 

a. 

d. 1 




£ a. 

d. 

£ a. d. 

6 

nil 


25 0 

0 

25 

0 


,V of £25 

0 

0 . 

12 

2 

24 7 10 

5 

24 7 

10 

25 0 

0 

49 

7 

10 I 

V, of £49 

7 

10 . 

. 1 4 

1 

48 3 9 

4 

48 3 

9 

25 0 

0 

73 

3 

9 

of £73 

3 

9 . 

. I 15 

8 

71 8 1 

3 

71 8 

1 

25 0 

0 

96 

8 

1 

^ of £96 

8 

1 . 

. 2 7 

0 

94 1 1 

t 

94 1 

1 

25 0 

0 

119 

1 

1 

A of £119 

1 

1 . 

. 2 18 

1 

116 3 0 

1 

116 3 

0 

23 0 

0 

141 

3 

0 ' 

V, of £141 

3 

0 . 

. 3 8 

10 

137 14 2 


The cash price of the asset is therefore £137 I4s. 2d. as can be proved by writing up the 
purchaser’s account in the form explained earlier. 


Year 

! 

£ s. d. 

Year 

1 

1 

H.-P. Sales—Cash Price . 

137 14 2 

' 1 

1 Cash . 


Interest 2i% for 6 months . 

3 8 10 


i Balance c/d. 



£141 3 0 

1 

1 

1 


Balance b/d. . 

116 3 0 


Cash . 


Interest 2i% for 6 months . 

2 18 1 


Balance c/d. 



£119 1 1 





£ 

Se 

d. 

.. _ 

25 

0 

0 


116 

3 

0 


£141 

3 

0 


23 

0 

0 

. 

94 

1 

1 


£119 

1 

1 
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In practice the interest would be computed actuarially. 
It will be seen that the interest accrues as follows: 










£ 

s. 

d. 

% 

Over the first year of the contract 

£3 

8 

10 

+ 

£2 

18 

1 = 

6 

6 

11 

51-63 

„ „ second „ ,, ,, 

£2 

7 

0 

+ 

£1 

15 

8 = 

4 

2 

8 

33-62 

»» »» third „ ,, „ 

£1 

4 

1 

-f 


12 

2 = 

1 

16 

3 

14-75 









£12 

5 

10 

100% 


If the accounts of the business were made up to 31st December in each year, and all 
contracts were entered into on the first day of the accounting period, assuming the foregoing 
to be a representative contract, the above percentages of the total interest would be earned 
in the respective accounting periods. In practice, however, contracts will begin on various 
dates, and the average date should be ascertained, e.g., by taking the average due date of the 
monthly sales. If for example the average date were 1st July, only half the first year’s interest 
would be earned in the first accounting period, and the percentages earned could be 
distributed as follows: 


First accounting period ^ of 51*63% 
Second „ „ do. 


of 33.62% 

Third „ „ do. 

p/Mfi of 14-75% 

Fourth „ „ do. 


% % 
25-82 

25-81 

1681 

- 42-62 

16-81 

7-38 

- 24*19 

7-37 


100 % 


Alternatively, the computation could be made by reference to the actual interest earned 
in each period. 

Applying this method to the example, and assuming the sale to take place at the beginning 
of the first financial period, the accounts would appear as follows: 
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HIRE PURCHASE SALES 


Half- i 


i , ii Half. ’ 

£ 1 . d. 
... 137 14 2 

year. | 

1 : Trading Account 

• • , •• • • »* • » • 

1 £ g. d. |! year. . 

137 14 2 ' 1 ; Purchaser . 


I 


PURCHASER 


Hair-j 
year. I 
1 I Sales 

I Interest Suspense 
I Account 


t s. d. 
137 14 2 

12 S 10 


s. d. 


150 0 0 


Half- 

year. 

1 

2 

3 

4 

5 

6 


Cash . 


INTEREST SUSPENSE ACCOUNT 



1 £ s. d. ! 

Year. I 


Profit and Lou Account .j 

51-63% 1 6 6 11, 

1 1 

Purchaser 

do. 1 

33-62?/i ' 4 2 8; 



do. 

1 

14-75% 1 16 3 


1 I, 


25 0 0 
25 0 0 
25 0 0 
25 0 0 
25 0 0 
25 0 0 


£ 

12 



What is true of one account is obviously true of the accounts as a whole, provided the 
average date is taken. At any Balance Sheet date, there will always be three Suspense 
Accounts open, e.g., the contracts entered into in 1961 will extend into 1964, and in the 1963 
Balance Sheet will appear balances on the Suspense Accounts for 1961, 1962 and 1963. 

In this illustration half-yearly payments have been taken; the same principles apply to 
monthly or quarterly payments. 


The foregoing examples merely illustrate the treatment of the interest. If it were the 
practice of the trader to spread the gross profit included in the cash price over the 
period covered by the instalments, provision should be made at each balancing date 
for the unrealised profit included in the unpaid balances carried forward on hire- 
purchasers’ accounts, so that credit will be taken in the Trading Account only for the 
gross profit included in the instalments received. If, for example, in the above illus¬ 
tration the cash price of £137 14s. 2d. included a gross profit of 33J per cent, the 
provision to carry forward would be: 

£ s. d. £ s. d. 

At the end of year 1 33i % of 94 I 1 31 7 0 

2 48 3 9 16 1 3 

9 ^ 99 99 99 ^ 99 ^ 


The Provision for Unrealised Profit Account would then appear as follows; 


Year 

1 


Balance c/f. 


2 


Profit and Loss Account .. 
Balance c/L 


3 Profit and Loss Account .. 


£ 

s. 

d.! 

Year 

31 

7 

Oi 

1 

£31 

T 

0! 


15 

5 

9 

2 

16 

1 

3 


£31 

7 

0 


16 

1 

3 

3 

£16 

T 

T 


1 



1 

£ s. d. 

Profit and Loss Account .. . • , 

31 7 0 

j 

1 

£31 7 0 

1 

Balance b/f. . • • - j 

31 7 0 


£31 7 0 

Balance b/f. 

16 1 3 


£16 1 3 


R2 
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The provision would, of course, be made in practice by reference to the aggregate 
imount of the balances on all hire-purchasers’ accounts at the end of each year, but 
the above illustrates the principle. 

For Balance Sheet purposes, the provision for unrealised profit would be set off 
against the balances on the hire-purchasers’ accounts to arrive at the cost appropriate 
to the unpaid instalments, which would appear as stock out on hire. Thus, in the 


above illustration, the stock out on hire would be: 

At end of At end of 

1st year 2nd year 

£ s. d. £ s. d. 

Balance on Hire Purchaser’s Account .. .. 94 1 1 48 3 9 

Less Provision for Unrealised Profit .. .. ^70 1613 

£62 14 1 £32 2 6 


By the end of the third year the contract has been completed and credit for the whole of 
the profit has been taken. 

Method {3) 

In fixing the total hire-purchase price, many hire-purchase traders add to the cash 
price of the goods a fixed sum or percentage, called a ‘service charge’ to cover the 
cost of collection, administration and interest. The following might be the terms of a 
typical transaction. 

£ 

Cash price of goods .. 100 

Less Deposit JO 

90 

Add Service Charge 20% 18 

£108 payable by 12 quarterly 
=» payments of £9 each. 

The total hire-purchase price is thus £118, and assuming the cash price to include a 
profit of 30 per cent, the full gross profit on the transaction is £30 -h £18 = £48 or 
41 % (approximately) of the hire purchase price. 

If the trader makes up his accounts annually to 31st December, and the above 
agreement were made on 1st January, the cash received would be £46 (including the 
deposit) in the first year, and £36 in each of the second and third years. In order to 
spread the gross profit over the periods of the instalments, however, the average date 
of each year’s sales should be taken. On the assumption that this is 1st July, the 
transaction should be spread as follows: 

£ 

Year 1 Deposit £10 and 2 instalment of £9 28 = 23-7% 

2 4 Instalments of £9 .. 36 = 30-5% 

3 4 .. „£9 . 36 = 30-5% 

4 2 „ „£9. = i?*3% 

£118 ioo- 6 % 
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If the full hire-purchase price of each transaction is debited to the hire-purchaser 
and credited to Sales, so that the Trading Account is credited with the total amount 
of all hire-purchase sales, in order to spread the gross profit over the periods of the 
instalments provision for unrealised profit must be carried forward as follows: 

At the end of year 1 76-3 % 

»» »i »» »» »* 2 45*8 % 

»» »» *» »t it 3 15*3% 

By this means credit for gross profit will be taken in the respective years in the 
proportions set out above. 


niustration (5) 

Prepare the Provision for Unrealised Profit Account from the following particulars of sales 
of a trader who commenced hire-purchase trading on 1st January, 1961, and the terms of 
whose standard contract were as set out in the above example. Assume the rate of gross 
profit to be 41 per cent. 

Gross Profit 
£ £ 

Sales for year ended 31st December, 1961 16,000 6,560 

„ „ 1962 18,000 7,380 

„ ..' 1963 17,500 7,175 


PROVISION FOR UNREALISED PROFIT 


1962 
Dec. 31 

Balance c/f. 

re 1961 45-8% X £6460 

£ 

3,004 

£ 

1961 
Dec. 31 

1962 
Dec. 31 

Profit and Lou Account: 
76-3% X £6,560 .. 


re 1962 76-3% X £7,380 

5,631 

8,635 

Profit and Lon Aoconut 




£8,635 



1963 
Dec. 31 

Balance c/f. 

re 1961 15-3% X £6,560 
re 1962 45-8% X £7,380 
re 1963 76-3% X £7,175 

1,004 

3,380 

5,475 

0 fiw 

1963 
Jan. 1 
Dec. 31 

Balance b/f. 

Profit and Lon Account 

1 

1 

j 

1 

1 

1 

; j 

j 

i 

1 

1 

i 

i 

1 

£9,859 

i 

1964 ; 

Jan. 1 1 

Balance b/f. 


I 5.005 
! 3,«30 

I 

i £8,635 

8,635 

1,224 


£9,85 9 

£9,859 


The amount of the provision carried forward could be set off against the figure of hire- 
purchase debtors; alternatively, it may be shown separately as a provision. 

The above method could only be applied where aU hire-purchase sales were on similar 
terms. An alternative method suitable for use where standard terms are not so applied is 
described below. 


Method {4) 

Under this method the personal accounts of hire-purchasers are treated as memoran¬ 
dum accounts, totals only being recorded in the financial books. The memorandum 
books comprise a hire-purchase day book and hire-purchase personal ledger. The 
former is ruled with colunms to show number and date of agreement, name and 
address of hire-purchaser, cost and hire-purchase prices of the goods and the amount 
of the deposit and the number and amount of the instalments payable. Particulars are 
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recorded in this book as the agreements are entered into. No specific charge for 
interest is made, but the selling price includes a ‘service’ charge to cover collection 
charges, cost of stationery, agreement, etc., and interest. 

Periodically, the total of the cost price column of the hire-purchase day book is 
debited to a Stock out on Hire Account and credited to General Trading Account, 
thus transferring to Trading Account the cost of all goods sent out on hire-purchase. 

The personal accounts in the memorandum ledger are debited with the hire- 
purchase price of the goods sent out, and credited with the cash received from the 
purchasers, the cash book being debited. 

So far the only entries which have been made in the financial books are the debit 
to Stock out on Hire Account and the credit to General Trading Account in respect of 
cost price of the goods sent out on hire-purchase contracts, and the debits in the cash 
book for the deposits and instalments received. Periodically the total of the amounts 
received is credited to the Stock out on Hire Account, thus completing the double 
entry in the financial books for the cash realised. 

It will be seen that the Stock out on Hire Account is, in effect, a Hire-purchase 
Trading Account, which has been debited with the cost price of all goods forming the 
subject of hire-purchase contracts, and credited with the cash actually received in 
respect thereof, representing realised sales. To ascertain the profit on the hire con¬ 
tracts for the period it will be necessary to credit the account with the equivalent of 
the closing stock, viz., the cost price of the undue instalments on all uncompleted 
hire-purchase contracts, in respect of which the cost price of the goods has been 
debited to the Stock on Hire Account. This figure is found by computing, in respect 
of each contract, the proportion of the cost price of the goods which the total amount 
of the undue instalments bears to the total amount payable under the contract. Thus, 
if the cost price of the goods forming the subject of a contract were £130, and the 
total sale price £200, payable by an initial deposit of £20 and 18 instalments of £10 
each, of which 10 had been paid, leaving £80, not yet due, the outstanding instalments 
would be valued and brought into account as stock out on hire at g'Vn of £130 £52. 

When a contract is broken by the purchaser making default in the payment of 
instalments, so that the goods have to be taken back by the seller, the Stock out on 
Hire Account should be credited, and a Stock Returned from Hire Account debited 
with the cost price (computed as above) of the instalments outstanding at the date 
on which the goods were returned. The Stock Returned from Hire Account will, at 
the close of the accounting period, be transferred to the debit of Trading Account 
in the same way as sales returns. 

Such a system is convenient where the transactions are numerous and by its use 
detailed calculations in respect of each individual contract are avoided. By this 
method, not only the service charge, but also the true gross profit, is spread over all 
the instalments, the proportion taken as earned being that on the instalments which 
have become due in each year. 
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STOCK ON HIRE ACCOUNT 


£ 

Jan. I Cost Value ofStock in hand of Customers b/f. 3,000 Dec. 31 

Dec. 31 Cost of Stock sent out on Hire Purchase 

during the year . 8,000 

Profit and Loss Account: transfer of profil ' 

! for year . 6.000 

I I 


£17,000 


Jan. II Balance b/d. 4,000 


I C 

Cash, Amounts paid 
under Hire Purchase 
Agreements during 

year. 13,000 

Cost value of Stock in i 
hands of Hire Pur¬ 
chasers c/f. , .. 4,000 


£17,000 


Notfs.— (1) The oiseniRg balance ot £3,(XX) represents the custvalue of the outstundini; instalments on hire 
purchase contracts at 1st January bruugltt forward from the preceding year. 

(2) The figure of £8,(XX) debited to the account comprises the total of the cost price column of the 
hire purchu.se day book for the year. 

O) The closing stock of £4,00(1 is a.scertaincd by reducing to co.st the instalments not yet due on 
hire purchase contracts at 31st December. 

The system described above is frequently modified in many details. One of the 
most important methods, whereby the whole of the accounts are contained in the 
financial books proper as part of the double entry, is dealt with hereunder. 
Dlustration (6) 

To make the example clear, a new business is assumed. During the period, the following 
sales on hire purchases were made: to A, a piano costing £80, sold for £120, payable by 
a deposit of £12 and 36 instalments of £3 each ; to B, a suite costing £50, sold for £100 
payable by a deposit of £10 and 45 instalments of £2 each; and to C a radiogram, costing 
£60, sold for £80 payable by a deposit of £8 and 9 instalments of £8 each. A had paid the 
deposit and 7 instalments; B the deposit and 9 instalments, and C the deposit and 2 instal¬ 
ments, one instalment being due from C but unpaid. Ordinary sales amounted to £8,000, 
total purchases to £6,690, and stock in hand to £500. Write up the accounts for the period 
and prepare the Hire Purchase Trading Account and the General Trading Account. 


HIRE PURCHASE DAY BOOK 


No. 

i Name and 
i Address 

Article. | 

! 

i Polio. 

1 

1 

Hire 

, Purchase 

1 Price. 

Cost 

Price. 

' Amount of ' 
deposit 

No. of 
Instalments. , 

Amount of | 

each . Remarks. 

Instalment. I 


i 

i 

1 

i 

1 

£ 

£ 

£ 


1 , 

1 

A. 

Piano ... 


120 

80 

. 12 

36 

£3 

2 

B . 

Suite 

j 

100 1 

50 

10 

45 


3 

C . 

Radiogram 


80 ! 

60 

1 8 

9 

£8 1 

1 


1 

1 


j 

£300 

1 £190 

£30 




1 









HIRE PURCHASE PERSONAL LEDGER 
A 



£ 

Piano. . 

120 


!i 

|i 

1 

1 

£120 

J 

j Balance b/d. . 

87 p 


' £ 

Cish . ! 12 

.. 3 

,. 3 

.. 3 

. 3 

. 3 

. I 3 

BtSance c/d. j 87 
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B 



1 

£ i 


£ 

Suite . 

100 1 

Caah. 

10 



gg **• •«. 

2 


1 


2 


1 


2 



fg ««. at. 

2 



^ 9*. ... ea. ... 

gg .«« .99 

2 

2 



gl .99 9.9 ... •«. aa. 

2 




2 


• 

ff a*. »*. 

2 


1 


72 


£100 { 


£100 

Balance b/d. . 

" 1 





Amount 

Due 

Amount 

Not due 

Sale 

Price 

Coat 

Price 

Proportion 
not due 

£ 

£ 

£ 

£ 

£ 

A 

87 - 

120 

80 

87/120 

B 

72 

100 

50 

72/100 

C 8 

48 

80 

60 

48/80 

£8 

£207 

£300 


. 

i 

1 1 1 

HIRE PURCHASE TRADING ACCOUNT 


General Trading Account— 

Cost price of erticlei sold 
purchaie during period ... 
OroM Profit cartiM to Profit 
Account . 

Stock out on hire putchaae b/d. 



£ 

Hire Purchase Hepnaits and Inttglmenta 

hire 

190 

for period. 

Inatalmenu not due reduced to cost, being 

Lew 

33 

stock out on hire purchaae . 


£223 


... 

130 



Hire Purchate Trading Account, Amount 

due for pcoiod . 

Balance, Mdng inatalmeate not due, c/d. ... 


HIRE PURCHASE SALES ACCOUNT 


£ 


Sundry Hire Purchaaera 


Balaneab/d. 
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It will be observed that a provision is carried forward On the Hire Purchase Sales Account 
equal to the debtors for instalments not due. For Balance Sheet purpose, this is deducted 
from the hire purchase debtors, leaving only £8, the instalment due, to appear as a debtor. 
The Stock out on Hire Purchase appears as an asset on the balance sheet. 


GENERAL TRADING ACCOUNT 


£ 

PurchoM* .I 6,690 

Lea Transferred to Hire Purchase 

Trading Account. 190 


Sales , . 
Stock ... 


Gross Profit ... 


6,500 

2,000 


£8,500 


£ 

8,000 

500 


£8,500 


By eliminating the goods sold on hire purchase in the manner shown, this account 
shows the true gross profit on ordinary sales. 

Sometimes the two Trading Accounts are combined, but they are better separated. 


Hire Purchase Finance 

Frequently retailers do not carry the risk of their own hire-purchase contracts, 
but assign them to finance companies which are engaged solely in financing such 
transactions. The finance company to whom the benefit of a contract is assigned 
pays the trader the whole or the major part of the contract price (subject to a de¬ 
duction for its charges) and collects the instalments, as they become due, from the 
hire purchaser. The trader debits cash and credits his Trading Account with the sum 
received from the finance company and thus treats the transaction as a completed 
sale, but provision should be made for the contingency of a loss being sustained by 
the hirer failing to pay the instalments, in which event the trader would have to 
indemnify the finance company and take the goods back. 

In other cases the manufacturer of the article takes over the contract by crediting 
the trader with the amount of the hire-purchase price, less the deposit (if any) paid 
by the hire-purchaser. In such a case the debit will be to the manufacturer’s account, 
instead of to cash, thus redudng the liability of the trader to the manufacturer for 
purchases. 

(b) Agreements to pay by Instalmmits 

In a contract for the sale of goods, the price of which is to be paid by instalments, 
as already explained, the property in the goods passes to the buyer on delivery, and 
the seller becomes a creditor for the price. The transactions may be recorded in the 
buyer’s books in the same way as an ordinary purchase, but where interest is charged, 
either methods (1) or (3) illustrated supra in relation to hire-purchase transactions 
may be employed. The asset will apear in the Balance Sheet at the full cash price, 
and the balance of the vendor’s account as a liability. 

Depreciation should be provided for in the usual way, on the cash value of the aWt. 

In the seller’s books, the transaction is treated as an ordinary sale, the buj^r’s 
account being debited and sales credited. If, however, interest is charged the buyer 
should be debited with the full amo unt payable. Sales Account being credited with 
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the cash value of the goods, and Interest Suspense Account with the total amount of 
interest. At the end of each year a proportionate amount of the interest should be 
transferred from Interest Suspense Account to the credit of Profit and Loss Account. 
On the payment of instalments, cash is debited, and the Buyer’s Account credited. 

Alternatively, the Interest Suspense Account can be dispensed with, the Buyer’s 
Account being debited with the cash value and with interest as it accrues, in the 
manner already described in connection with hire-purchase. 

By the above methods the seller takes credit through the Sales Account for the 
profit that he would have made had he sold the article in question for cash, and as 
regards the interest, for the amount accrued in each year. 


§2. Mine, etc. Rents and Royalties 

The rent of a mine or quarry is rarely fixed in amount, but is generally in the nature 
of a royalty based on the output. In such cases there is usually a clause in the lease 
fixing a minimum or dead rent, which must be paid, whatever the output may be. 
This minimum rent merges into a royalty rent, so that the actual rent paid is either 
the minimum rent or the royalty rent, whichever is the greater. Another clause 
frequently found in such leases is that dealing with short workings, which provides 
that where the royalty rent based on the output is less than the minimum rent, the 
difference may be recouped subsequently when the royalty rent exceeds the minimum 
rent. A fixed limit of time is usually prescribed within which to recoup these short 
workings, or, as they are sometimes called, redeemable dead rents. It should be re¬ 
membered that the landlord will not in any period receive in cash an amount less 
than the minimum rent for that period. Income tax is deductible from royalties in the 
same way as from annual interest. 

The entries in the books will be as follows: 

(a) Where the minimum rent for any particular period exceeds the royalty rent 

(1) Compute the amount of the royalty rent, debit Royalties Account and credit the 
Landlord’s Account therewith. Tlie Royalties Account will be written off to Profit 
and Loss Account. 

(2) Debit Short Workings Account and credit the Landlord’s Account with the 
amount by which the royalties fall short of the minimum rent. 

(3) Debit the Landlord’s Account and credit cash with the amount paid, and Income 
Tax Account with the tax deducted. 

(b) Where the royalty rent exceeds the minimum rent 

(1) Debit Royalties Account and credit Landlord’s Account with the amount of the 
royalties. The Royalties Account will be written off to Profit and Loss Account. 

(2) Debit the Landlord’s Account and credit Short Workings Account with the short 
workings recoverable in the year (if any). 
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(3) Debit the Landlord’s Account and credit Cash with the amount paid, and Income 
Tax Account with the tax deducted. 

Where it is impossible to recoup short workings within the specified period, the 
balance of Short Workings Account can no longer be regarded as an asset, but must 
be written off to Profit and Loss Account. In practice, the balance of the Short 
Workings Account, although treated as an asset in the Balance Sheet, is generally 
provided for to the full amount. If there is no reasonable expectation of its being 
recouped, it should be written off at once. 

niustration (1) 

A company leased a mine at a minimum rent of £1,500 per annum, merging into a royalty 
of sixpence per ton. The short workings were recoverable during the first five years of the 
lease only. The output for the first six years was 36,000, 52,000, 58,000, 72,000, 76,000 and 
96,000 tons of mineral, respectively. Show the accounts recording these transactions, 
ignoring income tax. 

ROYALTIHS ACCOUNT 


1st Year 

Landlord’s Account . 

£ ' 
900 

1st Year 

Profit and Loss Account ... ' 

£ 

900 , 

2nd „ 

»♦ »« 

£ 

1.300 , 

2nd „ 

ft If If 

£ 

1,300 

3rd „ 


£ 1 

1,450 ' 

3rd 

ff If 11 

£ 

1,4.50 

4th „ 

II •» ... 

£ 

1,800 

4th 

•f ff II **’ i 

£ 

1,800 

5ih .. 

»• If • • • • ” 

£ 

1,900 

Sth ., 

ff II *• ■ • • 

£ 

1,900 

6th 

ii >1 •• 

^ i 

2.400 

6th .. 

fl If II "• 

£ 

2,400 


LANDLORirS ACCOUNT 


tst Year 

Cash and Income Tax ... 

£ 

1,500 

Isi Year 

Royalties Account 

Short Workings Account 

£ 

900 

600 



£1,500 



£1.500 

2nd .. 

>f ff II If 

£ 1 
1,500 

2nd „ 

Royalties Account . 

Short Workings Account 

£ 

1,300 

200 



£1,500 



£1.500 

3rd „ 


1,500 1 

3rd .. 

Royalties Account . 

Short Workings Account 

£ 

1,450 

50 



£1,500 



£1,500 

4th „ 

Cash and Income Tax. 

Short Workings A«x>unt 

i 1 

1,500 

300 

4lh 

Royalties Account . 

£ 

1.800 



£1,800 



£1,800 

Sth H 

Cash and Income Tax. 

Short Workings Account 

£ 

1.500 

400 1 

5th .. 

II If ••• 

£ 

1,900 



£1,900 



£1,900 

ftb » 

Cash and Income Tax. 

£ 

£2,400 ; 

Sth „ 

M t» ••• 

£ 

£2.400 
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Itt Year 
2nd „ 
W .. 


SHO RT WORKIN GS AC COUNT 


Lwiillotd’t Account . 

£ 

600 

4th Year 

Landlord's Account 

•» M ••• 

•• H ••• 

200 

30 

5th 

Pto3t and Lott Account * 


£830 




£ 

300 

400 

ISO 


£850 


There are instances where mining rights held on lease are sub-let, in whole or in 
part, possibly at an enhanced royalty. In such a case, the first lessee remains liable to 
the head lessor for the agreed royalty on the full output, irrespective of the arrange¬ 
ments made between the lessee and the sub-lessee, and where the latter is entitled to 
recoup short workings, the lessee must take care to provide therefor, otherwise he 
may find himself paying royalties on the output of the sub-lessee in respect of which 
he has had the latter’s royalties (in the shape of mimimum rent) in earlier years, e.g., 
if A leased land for mining at a minimum rent of £200 merging in a royalty of 6d. 
per ton, and A sub-leased half the land to B at a minimum rent of £120 merging in 
a royalty of 8d. petr ton, with the right to recoup short workings, and in the first year 
B produced 3,000 ons, A would receive the minimum rent of £120 (equivalent to 
8d. per ton on 3,600 tons), but (subject to his own output plus the output of B ex¬ 
ceeding A’s minimum rent) would pay to his landlord in respect of B’s output, 3,000 
tons at 6d. = £75. A must then face the fact that, in due course, B may recoup the 
deficiency, but when he does so, A will still have to pay 6d. per ton on B’s full out¬ 
put. Accordingly A should provide for such potential liability on 600 tons at 6d. 
= £15. There is no need for him to provide the full deficiency of 600 tons at 8d. = 
£20, since credit for the profit of 2d. per ton can be taken in the year in which it is 
received; nevertheless, it is probably better to carry it forward so long as it is available 
for recoupment, so as to have a complete record of the position as re^ds the sub¬ 
lessee. 


niustratioD (2) 

A B Co., Ltd., work minerals under a lease from C D. The lease is for a period of 20 years 
from 1st January, 19..., and the rent payable is a minimum of £2,000 a year, merging in a 
royalty of 6d. a ton, payable half-yearly on 30th June and 31st December. 

A B Co., Ltd., granted a sub-lease to R S Co., Ltd., of one-third of the area, for a 
period of 10 years from the following 1st July, for a minimum rent of £750 a year merging 
in a royalty of 9d. a ton, payable half-yearly on 30th June aud 31st December. 

A B Co., Ltd., are entitled under their lease from C D to recoup short workings out of 
subsequent excess workings throughout the term of the lease, but R S Co., Ltd., are only 
entitl^, by their sub-lease, to recoup short workings out of excess workings in any of the 
four half-years immediately following that in which the short workings accrued. 

Minerals were worked as follows: 

By A B Co., Ltd. By R S Co., Ltd. 


1st half-year 

30,000 tons 

— 

2nd „ 

32,000 „ 

4,000 tons 

3rd „ 

40,000 „ 

8,000 „ 

4th „ 

36,000 „ 

10,000 „ 

5th 

30,000 „ 

15,000 „ 

6th „ 

35,000 ., 

12,000 „ 

7th „ 

25,000 ., 

10,000 „ 
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Show the Royalties Account and Short Workings Accounts, under the lease and the sub¬ 
lease, in the books of A B Co., Ltd., which are closed y^rly on 30th June. 

How should the balances, if any, on the above accounts be dealt with in the annual 


ROYALTIES ACCOUNT 


1st Year 


£ i 

1st Year 


£ 

June 30 

Landlord (30,000 tons) 

730 1 

June 30 

Profit and Loss Account 

750 

2nd Year 


; 

2nd Year 



Dec. 31 

Landlord (36,000 tons) 

900 

Dec. 31 

R. S. C:o.. Ltd. (4,000 tons) 

130 

June 30 

Landlord (48,000 tons) 

1,200 1 June 30 

R. S. Co., Ltd. (8,000 tons) 

300 



1 


Profit and Loss Account 

1,630 



£2,100 



£2,100 

3rd Year 


1 

3rd Year 



Dec. 31 

Landlord (46,000 tons) 

1.130 

Dec. 31 

R. S. Co.. Ltd. (10,000 tons) 

373 

June 30 

Landlord (43,000 tons) 

1.123 

June 30 1 R. S. Co., Ltd. (13,000 tons) 

363 



1 


Front «nd Lou Account 

1,337 



£2.273 



£2,273 

4th Year 



4th Year 



Dec. 31 

Landlord (47,000 tons) 

1.173 

Dec. 31 

R. S. Co., Ltd. (12,000 tons) .. 

430 

June 30 

Landlord (33,000 tons) 

873 

June 30 

R. S. Co., Ltd, (10,000 tons) 

373 




1 

Proflt and Loss Account 

1.223 



£2,030 

' 


£2,030 

... 

. . 

SHORl 

r WORKINC 

! _ _ 1 

JS ACCOUNT, C D 

- - - 

1st Year 


£ 

2nd Year! 

£ 

June 30 

Landlord . 

230 

June 30 

Landlord . 

200 

2nd Year 



3rd Year 



Dec. 31 

do. 

100 

Dec. 31 

do. 

130 



£330 



£330 

4th Y'ear 


1 

* 



June 30 

Landlord . 

125 1 

_ 1 





SHORT WORKINGS ACCOUNT, R S CO., LTD. 


2nd Year 


£ 

! 

2nd Year, 

£ 

June 30 

Balance c/d. 

300 

Dec. 31 

R S Co.. Ltd. 

223 




June 30 

R S Co.. Ltd. 

73 



£300 



£300 

JrdYear 



3rd Year 



June 30 

R S Co.. Ltd. . 

188 

July 1 

Balance b/d. 

300 


Balance c/d. 

112 






£300 



£300 

4th Year 



4th Year 



Dec. 31 

R S Co.. Ltd. . 

75 

July 1 

Balance b/d. 

112 

June 30 

Profit and Loss Account. Short 






Worldnss for half-year ended 






30th June, no longer recoup* 






ftblO eea ees eee eee 

37 






£112 



£112 








Note. The whole amount of the short workings of R S Co. Ltd. has been carried forward each yrar, 
although it would be permissible to reduce the carry forward to 6d. per ton on the short workings, this being 
the amount of the UabUity of A B Co. Ltd., to its landlord in due course when the minerals are won. The 
above treatment is more conservative, however, and ensures a record of the short workings in A B Ltd.'s 
books, comparable with the records in the books of R S Co. Ltd. 
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§3. Farmers’ Accounts 

The Ministry of Agriculture and Fisheries has issued a booklet explaining, in very 
simple language, how the farm books should be kept and how the profit or loss 
arising from the farming operations should be ascertained. 

The farmer should make an inventory and valuation of his farm assets, such as 
livestock, growing crops, foodstuffs, manures, seeds, etc., at the beginning and end 
of each year, the basis of valuation being cost or market value, whichever is the 
lower. In the case of livestock, where the farmer is unable to estimate the actual 
cost of home-bred cattle, sheep or pigs, they may be brought in at 75 per cent, of 
the current market value of each animal at the time of the valuation. The cost figure 
of home grown grain, straw, hay, roots, etc., may be taken at market (or controlled) 
price, less IS per cent. 

A record must be kept of all receipts and payments which, for the purposes of the 
Profit and Loss Account must be analysed under appropriate heads, adjustment being 
made at the end of each accounting period for outstandings and accruals in the usual 
way. As a general rule, only two-thirds of the amount of the rent of the farmhouse 
may be charged in the farm accounts, one-third being attributable to personal use. 
There must also be credited to the Profit and Loss Account and debited to the 
farmer’s Current (or Drawings) Account the estimated value of the farm produce, 
etc., consumed by the farmer and his family. Depreciation of Machinery and Plant 
should be provided for, but in the case of small tools, in respect of which capital allow¬ 
ances are not given for income tax purposes, the cost of replacement should be charged. 

The following illustration shows the form in which the farm Profit and Loss 
Account may be prepared. 


Illustration j. SMITH 

The Mcaix>w Farm 


Profit and Loss Account Ff)R 


t 

£ 

£ 

Valuation at 1st January ; 

Dairy Herd and other Cattle 

3,200 


Hones . 

120 


Hav and Straw . 

51 


Com. Roots and Stores . 

577 


Cultivations and Manures applied .. 

403 


Manures on hand. | 

100 

4,451 

Livestock Purchases : > 

Cattle . 

120 


Horses . 

50 

170 

General Purchases : 

642 


Fertilisers ... . [ 


Seeds ... . 

390 


Feeding Stuff's . 

1,260 

2,292 

-- 

Labour Charges: 1 

2,800 


Wages and National Insurance ... i 


5ub.contracted work . j 

180 

2,980 

General Expenses ; 1 

800 


Motor and Tractor Running ... 1 


Repairs and Maintenance 

960 


Tool Osage 

Rent, Lighting, Heating, etc. 

105 


1,250 

3,115 



Depreciation ., 

1 


1,100 

i 

1 

1 


£14,108 


Vear ended 31st December 

! 

£ 

£ 

Sales; i 

Corn, Vegetables, etc.i 

1,800 I 

1 

Milk . 1 

3,900 ! 

1 

Cattle . 

950 ' 

1 

Fruit . 

200 ; 

! 6,850 

Own Consumption 

75 

Subsidies and grants . 

62 

137 

Valuation at 31st December : * 



Dairy Herd and other Cattle 

3,500 


Horses . 

150 


Hay and Straw .. 

180 


Ck>rn, Roots and Stores 

300 


Cultivations and Manures ap* 


1 

plied . 

1,200 


Manures on Hand . 

130 

! 5,460 

Net Loss for year . 

i 

1 

1 

1 

1 

1 1 

1 i:66l 

1 

1 

)_ 

£14,IM 
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§ 4 Fire Claims for Stock 

Where stock in-trade is destroyed by fire and the exact value thereof is unknown, the 
usual method of ascertaining the amount of the claim is to prepare an estimated 
Trading Account for the period since the last a<x;ounts were drawn up. The average 
rate of gross profit on turnover for past years will be ascertained, and the percentage 
so arrived at, calculated on the sales for the period under review, will be considered 
to represent the estimated gross profit for the period. The balance of the account will 
then show the estimated value of the stock damaged or destroyed. 

Where the books of account have been destroyed, it becomes more difficult to 
obtain the details necessary to prepare the estimated Trading Account. In order to 
arrive at the approximate amount of sales, all known customers should be circularised. 
From the replies and the knowledge of the proportion of cash sales, the approximate 
sales for the period can be estimated. 

Similarly, all suppliers should be circularised, and an estimate of the total pur¬ 
chases thus obtained. Copies of previous Profit and Loss Accounts and Balance 
Sheets will usually be available in the hands of auditors or Inspectors of Taxes, so 
there should be no difficulty in arriving at the opening stock value or the usual 
percentage of gross profit. 

in circularising the customers and suppliers, care should be taken to ask for the 
corresponding figures for the previous year, in order that estimates can be made by 
comparison. The bank statements will assist in building up estimates, particularly in 
respect of wages, where wages are charged in the Trading Account. 

Any partially destroyed stock will be valued, and the amount deducted from the 
amount of the estimated total stock. The resulting figure will represent the claim to be 
made against the insurance company. If uninsured, the cost of the stock lost must be 
charged to Profit and Loss Account. 

Dlustradon (1) 

John Smith carries on business as a timber merchant. On 31st March, a fire occurred at his 
yard, and the greater portion of his stock was destroyed, the value of the portion salved 
being £600. His books, however, were saved, and from these it appeared that on 1st January, 
his stock amounted to £3,000. The purchases to 31st March, were £5,000, whilst the sales 
were £7,200. From an examination of his accounts for the previous three years it appears 
that the gross profit on the sales was 25 per cent. He is fully insured against fire. 

Prepare a statement showing what amount he should claim from the insurance company. 

JOHN SMITH 

Estimated Trading Account for three months ended 31st March 

£ 

Stock at 1st January . 3,000 ! Sales . ■■■ 

Purehases . . 1 5,000 Balance Estimated Stock at 31st March 

Estimated Gross Profit, being 25 % on sales i 

Of £7,200 .I 1,800 

£9.800 <1 

The above account shows the stock to be of the estimated value of £2,600 at the date of 
the fire. The value of the stock salved being agreed at £600, a claim will be made against 
the insurance company for £2,000. 


£ 

7,200 

2,600 


£9,800 
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Frequently the salvaged stock can be made saleable alter it has been reconditioned. 
Its value should be credited to the Trading Account and debited to Salvaged Stock 
Account, any expenses incurred in reconditioning it being charged to the latter 
account. As sales are effected they should be credit^ to the Salvaged Stock Aa;ount, 
the ultimate profit or loss on which should be transferred to Profit and Loss Account. 
If any of the salvaged stock remains on hand at a Balance Sheet date, it must be valued 
on the usual principles and carried down on the account. 


ninstration (2) 

Taking the facts in the previous illustration, assume that £200 was spent in re-conditioning 
the stock. Sales were effected to an amount of £900, and at the Balance Sheet date the stock 
was valued at £125. Write up the account. 


TnuUng Account . 

Expentw ••• ••• ••• 

Profit and Lou Account—profit ... 


Stock b/d. ... 


SALVAGED STOCK ACCOUNT 


£ 


600 

Salei . 

200 

Stock e/d. 

22S 

£1,025 


125 



§ 5. Claims under Loss of Profits (Consequential Loss) Insurance Policies 
Insurance policies are frequently effected to provide compensation for loss of profits 
consequent upon the disorganisation of a business in consequence of a fire. It is usual 
for such a policy to cover the loss of net profit, together with standing charges and 
any increased cost of working, such as the renting of temporary premises, until the 
turnover of the business reaches normal conditions. 

The contemplated period of disorganisation for which the insurance is effected is 
knovm as the ‘period of indemnity’ and its length will vary with the nature of the 
business and the delay anticipated in obtaining new machinery, equipment, etc. The 
lon^r the period of indemnity for which cover is required the greater will be the 
amount of the premium charged. 

The normal method of calculating a claim under such a policy is by way of a per¬ 
centage on loss of turnover, such percentage being either a rate agreed by the terms 
of the policy or based on certified accounts of the year preceding the year in which 
the fire occurred. The loss of turnover is the difference between the turnover for 
the period of indemnity covered by the policy and the turnover for the corre¬ 
sponding period in the preceding financial year. The agreed percentage on this dif¬ 
ference represents the loss suffered, to which may be added any specified increased 
costs of working covered by the policy to arrive at the total claim. 

ninstration (1) 

The prindples underlying the claim can readily be seen from the following comparative 
accounts. 
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Vemr 


Ymt 



1962 

1963 

-ii 

1962 

1963 

Stock. 

Purchases . 

Gross Profit . 

£ 

3,000 

29,000 

10,000 

£ 

2,000 

21,500 

7,000 

1 

I 

11 Sales. 

i] Stock. 

Jl 

£ 

40,000 

2,000 

£ 

28,000 

2,500 


£42,000 

£30,500 

!| 

£42,000 

£30,500 

Expenses fiuctuating with turnover... 

Standing Charges . 

Net Profit . 

2,000 

6,100 

1,900 

1,400 

6,500 

. 

“ii 

■j 

.1 Gross Profit. 

Net Loss . 

10,000 

7,000 

900 


£10,000 

£7,900 

1 

-il 

£10,000 

£7,900 




!l 



The result of the fall in turnover plus the increase in standing charges has been to convert 
a net profit of £1,900 into a loss of £900, the business thus being worse off to the extent of 


£2,800. In order to meet the normal standing charges and to make the normal profit, 
a percentage on turnover must be earned equal to the total of those two items. Assuming 

u £6,100 + £1,900 X 100 

1962 to be the basic year, the percentage on turnover must be-4ijo^-p~20%. 

(The amount to be earned is thus equal to gross profit less charges which fluctuate with 
turnover, viz., £10,000>£2,000 = £8,000. Where there is no turnover, there will be no 
variable expenses, but many standing charges will continue whilst the business is carried on.) 

The effect of the fall in turnover is thus: 

Loss of 20% on fall in turnover, 20% on (£40,000-£28,000) — £2,400 

Increase in Standing Charges . 400 

Total . £2,800 


What is true of a whole year is true of part of a year, provided the same period of each 
year is taken to ascertain the fall in turnover. 

Uostnition (2) 

Date of Fire, 1st June. 

Amount Insured, £12,000. 

Percentage of net profit and standing charges to turnover, 12 per cent 







Turnover 
prior to fire. 

Turnover 
after fire. 

Decrease 

June 

July 

August ... 
Septmnber 
October ... 
November 





£ 

12,000 

13,000 

11.500 

12.500 
13,000 
12,700 

£ 

Nfl, 

500 

1,500 

5,000 

8,000 

10,000 

£ 

12,000 

12,500 

10,000 

7,500 

5,000 

2,700 


Total decreaae. i £49,700 


Claim 12% on Total Decrease. j £5,964 j 

When formulating a claim for loss of profits the following factors must inter alia 
be considered: 

(a) The turnover of the corresponding period of the previous year is not necessarily 
a true indication of the turnover which would have been obtained during the 
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current year had the fire not taken place. It may be shown that there has been a 
definite upward or downward trend in sales which would have continued during 
the period, in which case appropriate adjustments are essential to compare actual 
turnover with that which could properly have been expected. 

(6) The percentage of net profit plus standing charges based on turnover as shown 
by past accounts may not reflect the present earning capacity of the business. A 
change in the cost of materials, selling prices, manufacturing operations, nature of 
the product sold, etc., may each cause a variation in the percentage of profit earned. 

In order to follow the formula laid down in the modem standard policy, it is 
necessary to have regard to the following definitions used in the contract: 

(i) Gross Profit: The sum produced by adding to the net profit the amount of the 
insured standing charges, or if there be no net profit, the amount of the insured 
standing charges less such a proportion of any net trading loss as the amount of 
the insured standing charges bears to all the standing charges of the business. 

The insured standing charges are those charges specified in the policy which the 
insured desires to recover in the event of damage. 

(ii) Turnover: The money paid or payable to the insured for goods sold and de¬ 
livered and for services rendered in the course of the business at the premises. 

Net profit and standing charges bear a direct relationship to the turnover of a 
business. Consequently, turnover as a basis for measuring the loss sustained provides 
a reliable guide. 

(iii) Indemnity Period: The period beginning with the occurrence of the damage and 

ending not later than.months thereafter during which the results of the 

business shall be affected in consequence of the damage. 

The period chosen sets the limit on the time during which compensation is pay¬ 
able under the policy. 

(iv) Rate of Gross Profit: The rate of gross profit earned on the turnover during the 
financial year immediately before the date of the damage. 

(v) Annual Turnover: The turnover during the twelve months immediately before 
the date of the damage. 

(vi) Standard Turnover: The turnover during that period in the twelve months im¬ 
mediately before the date of the damage which corresponds with the indemnity 
period. 

(vii) Average: The ‘average clause’ reads: ‘provided that if the sum insured by the 
policy be less than the sum produced by applying the rate of gross profit to the 
annual turnover the amount payable shall be proportionately reduced’. 

This is a simple condition of average. If the company insures for only a proportion 
of its gross profit, then it can only expect to recover a corresponding proportion 
of the loss. 




§5] MISCELLANEOUS ACCOUNTS 537 

'^^ttstration (3) ^ 

The premises of Conflagration Ltd. were partially destroyed by fire, and as a result the 
business was disorganised from 1st March to 31st August. The company is insured under 
the terms of a tariff ‘standard’ Loss of Profits Policy for £11,000. The period of indemnity 
specified in the policy was six months. 

The accountants to Conflagration Ltd. certified the following information extracted 


from the books of the insured: £ 

1. Actual Turnover during the period of dislocation (March/August) ... 7,000 

2. Turnover for the corresponding period in the twelve months immediately 

before the fire (i.e. the standard turnover) . 20,000 

3. Turnover for the twelve months immediately preceding the fire (i.e. the 

‘ annual turnover) . 50,(XX) 

4. Net profit, plus standing charges of last financial year . 12,000 

5. Turnover for the last financial year . 48,000 


Due to a substantial increase in trade before and up to the time of the fire, it was agreed 
that an adjustment of 10 per cent, should be made in respect of the disclosed upward trend 
in turnover (as stipulated in the adjustments clause in the policy), so as to bring the pre-fire 
figures up to the level that could reasonably have been expected during the indemnity 
period if the fire had not occurred. 

The company incurred additional expenses amounting to £500 immediately after the fire 
which avoided or reduced the shortage in turnover that would otherwise have occurred. It 
was also ascertained that a saving of £250 was made in insured standing charges inconse¬ 
quence of the filre during the indemnity period. 

Compute the claim by Conflagration Ltd. under the policy. 


PARTICULARS OF CLAIM 

Shortage of Turnover 

Turnover for six months (March/August) in previous year (standard 

turnover) . 

Add expected increase of 10 per cent, (as agreed) . 

Less actual turnover during the period of indemnity . 

Shortage in turnover due to fire . 


20,000 

2,000 

22,000 

7,000 

£15,000 


Annual Turnover 

Turnover for the twelve months immediately preceding the fire ... 
Add increase of 10 per cent., as agreed . 


50,000 

5,000 

£55,000 


Rate of Gross Profit 

Net profit, plu s insured Standing Charges for last financial year ^ 12,000 
Turnover for last financial year 48,000 


= 25% 
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FORMULA FOR STATEMENT OF CLAIM 

1. Clause (a) Loss through reduction in turnover, 25 per cent, of £15,000 ... £3,750 

{b) Loss incurred through increase in cost of working . 500 

4,250 

2. Less saving in insured Standing Charges . 250 

£4,000 


3. Average .—Since the sum insured, viz., £11,000, is less than the adjusted 
‘gross profit’ for the year, ascertained as above, viz., 25 per cent, on 

£55,000 . = 

the insured must b^r a proportionate part of the loss sustained, and 
the amount payable under the policy is therefore, reduced to 
Sum Assured, £11,000 £4 000 

Adjusted Gross Profit, £13,750 ' “ 


£13,750 

£3,200 


Notes 

(1) If the company had omitted to cover one or more of its standing charges e.g., if the total of all standing 
charges had bwn £13,000, but an item of £1,000 was not included in the cover, the proportion payable 
in relation to the extra cost of working shown in clause ib) in the above claim would be reduced to : 

N« profit, pto In.;^ sMOing cUrt^. mcm ^ 

Net profit, plus all standing charges, £13,000 
have been taken into consideration in arriving at the loss. 

(2) The saving in insured standing charges must go to reduce the ascertained loss in accordance with the 
terms of the policy. 


§ 6. Contract Accounts 

Contract costing is a system of cost accounting employed by contractors, such as 
builders and constructional engineers, the nature of whose business renders it possible 
to allocate most of the expenditure incurred directly to the individual contracts and so 
to prepare, within the framework of the financial accounts, a separate account which 
will disclose the profit or loss on each contract. 

It is not within the province of this book to describe in detail the principles of con¬ 
tract cost accounting or the methods by which the various ingredients of cost are 
allocated and controlled. All that it is proposed to do here is to give a broad outline 
of the form and contents of a Contract Account and to indicate some of the more 
important matters to which consideration should be given in its construction. 

A Contract Account should be debited with all expenditure, directly incurred on the 
contract, and with such proportion of the indirect expenditure as can appropriately 
be allocated to it. Direct expenses will normally consist of the cost of materials and 
labour, plant and equipment acquired specially for the particular contract, and any 
other expenditure incurred on the site wholly for the purposes of the contract. In¬ 
direct expenditure will include establishment and administrative expenses, office 
salaries, ffirectors’ remuneration, audit fees, postages, telephone and stationery, etc. 
Such expenditure is normally small in relation to the direct charges and will normally 
be allocated to the various contracts on some arbitrary basis, e.g. by way pf a per¬ 
centage on prime cost, or labour cost, or by reference to the time occupied on the 
contract. 
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On the completion of the contract, the Contract Account will be credited with the 
contract price (including extras) and the balance of the account wiU represent the 
ultimate profit or loss. 

Where the execution of a contract extends over more than one accounting period, 
the question will arise, at the end of each period, to what extent (if at all) credit should 
be taken for profit estimated to be earned to date on the uncompleted work. In 
determining this question the following principles should be observed: 

(1) No profit should be taken unless the contract is reasonably advanced, as it may be 
impossible to foresee, at an earlier stage, whether a profit will ultimately accrue. 

(2) Profit should only be taken in respect of work for which architect’s or surveyor’s 
certificates have been given. Uncertified work should be valued at cost. 

(3) Provision should be made for contingencies, such as fines for possible lale com¬ 
pletion, increases in the costs of labour and materials, etc. 

(4) The above principles may be applied in the following manner: 

(a) Where the contract is fairly well advanced but it is impossible to compute future 
expenditure and hence the total cost with reasonable accuracy. After being 
debited with all expenditure to date and credited with the value of the certificates 
issued, and with the cost of the work not yet certified, the balance of the Contract 
Account will represent the profit or loss to date. Credit should not, however, be 
taken for the whole amount of profit so computed, but a reasonable proportion, 
say, one third, should be carried forward. Moreover, if the whole value of the 
certificates has not been received in cash, it may be desirable, in order to avoid 
the possibility of the financial resources of the business being dangerously de¬ 
pleted by distributions of profit, to reduce further the amount for which credit 
is taken by reference to the cash received in respect of the certificates. Thus, if 
only 80 per cent of the value of the certificates has been received in cash, it may 
be desirable to take credit for only 80 per cent of two-thirds of the profit shown. 

(b) Where the contract is so far advanced that the future expenditure, and hence the 
total cost, can be estimated with reasonable accuracy. In this case the estimated 
further expenditure, including a reasonable margin for contingencies, should be 
added to the expenditure so far incurred and the total cost so determined. By 
deducting this amount from the contract price, the estimate profit or loss on the 
contract will be disclosed. 

Assuming this to be a profit, the proportion thereof to be taken to the credit 
of Profit and Loss Account for the year may be computed on one or other 
of the following bases: 

(i) the proportion which the value of the work certified bears to the contract price; 

(ii) such proportion of (i) as has been received in cash; 

(iii) the proportion which the cost of the work completed to date bears to the 
estimated total cost, or 

(iv) such proportion of (iii) as has been received in cash. 
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Where it is found that a loss has been sustained, provision should be made not only 
for the amount of the ascertained loss but also for the estimated further loss that may 
be incurred in completing the contract. 


Illustration 


The following are particulars of two contracts, X and Y, undertaken by Buildwell Ltd: 


X 

Y 

Date commenced 

1st June, 1961 

1st July, 1962 

Date completed 

30th November, 1962 

30th April, 1963 

Contract Price 

£100,000 

£160,000 


In 1961 In 1962 

In 1962 

Direct Expenditure: 

£ £ 

£ 

Materials 

14,632 25,891 

33,270 

Wages .. 

16,237 31,248 

40,865 

Direct expenses .. 

866 1,215 

1,624 

Plant purchased for cash, at commencement of 
contract 

10,725 — 

12,350 

Payments for plant acquired on hire-purchase 
terms 

— 5,200 

2,600 

Penalty for failure to complete Contract X by 31st 
October, 1962 

— 500 


Cash received 

36,000 63,500 

72,000 


The plant purchased in 1961 for cash was sold, on 30th November, 1962, for £2,750. 

As regards the plant acquired on hire-purchase terms, an initial deposit of £2,600 was paid 
on 28th February, 1962. The hire-purchase agreement called for two further payments of 
£2,600 each, which included interest at the rate of 12 per cent per annum; these payments 
were made on the due dates, viz.: 30th June, 1962, and 31st October, 1962, This plant, the 
cash price of which was £7,504, was used on Contract X until 30tli June, 1962, when it was 
transferred to Contract Y. For depreciation purposes the value of this plant at the date of 
transfer was taken to be £6,000. 

The cash received in each year represented the contract price of all work certified in that 
year, less, in the case of uncompleted contracts, 10 per cent retention money, and, in the case 
of cash received for contract X in 1962, the penalty. 

When the annual accounts for 1961 were prepared, it was expected that Contract X would 
be completed on 31st October, 1962, when the market value of the plant purchased for cash 
would be £3,925. At that time it was estimated that expenditure on Contract X in 1962 would 
amount to £39,000, but the acquisition of additional plant in 1962 was not then foreseen. 

When the annual accounts for 1962 were prepared, it was expected that Contract Y 
would be completed on 30th April, 1963, when the market values of the plant purchased for 
cash and of the plant transferred would be £9,000 and £4,250 respectively. At that time it 
was estimated that the further expenditure on Contract Y would amount to £46,041. 

The following principles were adopted for the purposes of the annual accounts: 
ri) All depreciation was charged to contracts by the straight line method, and was calculated 
by reference to the expected market value of the relevant plant at the completion of each 
contract 
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(2) Credit was taken for that proportion of the estimated profit on each uncompleted con¬ 
tract, which the contract price of the work certified bore to the total contract price. 

You are required to prepare summaries of the accounts for: 

(a) Contract X for the years 1961 and 1962; and 

(b) Contract Y for the year 1962, 

showing in each case the transfer to Profit and Loss Account at the end of the year. 


(fl) 


CONTRACT X ACCOUNT 


1961 
Dec. 31 


1962 
Jan. 1 

Nov. 30 


Materials 
Wages .. 
Direct expenses 
Plant 


Profit and Loss Account .. 


Plant, brought down 

Work in progress, brought down 

Materials 

Wages. 

Direct expenses 
Plant 

Hire-purchase interest 
I Penalty .. 


£ 1 
14,632 
16,237 , 
866 i 
10,725 1 

1961 
Dec. 31 

Plant, carried down 

Work in progress carried down 

£ 

7,925 

43,521 

j 

42,460 i 
8.986 1 


1 

i 

1 

I 

j 

1 £51.446 1 



£51^446" 

! £ 

7,925 
! 43,521 

: 25,891 

, 31,248 

1 1.215 

7,504 
196 
j 500 

1962 
June 30 
Nov. 30 

Dec. 31 

1 

Plant transferred to Contract Y .. | 

Cash - Sale of plant 

Contract price 

Profit and Loss Account - Loss 

1 

£ 

6,000 

2,750 

100,000 

9,250 

>£118,000 



£118,000 

_1 



1 


1962 
July 1 
Dec. 31 


1963 
Jan. 1 


CONTRACT Y ACCOUNT 



£ 

1962 

Plant transferred from Contract X .. 

6,000 

Dec. 31 

Materials 

33.270 


Wages .. 

40,865 


Direct expenses .. 

1,624 


Plant 

12,350 


Hire-purchase interest 

too 

94,209 


Profit and Loss Account .. 

16,500 

£110,709 

£ 


Plant, brought down 

15,290 


Work in progress, brought down 

95,419 



Plant, carried down 

Work in progress, carried down 


£ 

15,290 

95,419 


I£110,709 


WORKINGS 

Contract X 

(1) Plant, carried down at 31st December, 1961: £ 

Cost at 1st June, 1961 .. • • • • • ■ 10,725 

Estimated market value at 31st October, 1962 .. 3,925 


Depreciation to be written off over seventeen months .. £6,800 


£ 

Cost, 1st June, 1961 .. • • 10,725 

Less Depreciation 7/17ths of £6,800 .. .. . • 2,800 


£7,925 
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(2) Work in progress, carried down at 31st December, 1961: 
Total expenditure to date 
Less Plant, carried down 

Cost to date 

Add Estimated future expenditure .. 

Plant, brought down .. 


Less Estimated residual value of plant 


Total profit on contract 
Contract price 


Cash received 

£36,000 

Add 10 per cent Retention .. 

4,000 

Work certified 

£40,000 

40 000 

Profit taken in 1961: -rnir/iKR ^ 

£22,465 

100,000 


Net expenditure to date 

. • 


[Chap. XIV 
£ 

.. 42,460 

7,925 


.. .. 34,535 

.. £39,000 
.. 7,925 


46,925 

3,925 

- 43,000 


77,535 

22,465 


.. £ 100,000 


£8,986 

34,535 

£43,521 


Contract Y 

(1) Plant, carried down at 31st December, 1962: £ 

Market value of transfer from Contract X .. 6,000 

Cost at 1st July, 1962 .. .. .. .. .. 12,350 


18,350 

Estimated market value at 30th April, 1963 .. 13,250 


Depreciation over ten months .. .. .. £5,100 

Cost to contract .. .. .. .. .. £18,350 

Less 6/lOths of £5,100 .. .. .. .. .. .. 3,060 


£15,290 

(2) Work in progress, carried down, at 31st December, 1962: £ 

Total expenditure to date .. .. .. .. .. .. 94,209 

Less Plant, carried down .. .. .. .. .. .. 15,290 


Carried forward 


78,919 
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Brought forward £78,919 

Add Estimated future expenditure .. £46,041 

Plant, brought down .. . 15,290 

61,331 

Less Estimated residual value of plant 13,250 

- 48,081 

127,000 

Total profit on contract .. 33,000 

Contract price .. £160,000 


Cash received .. ., £72,000 

Add 10 per cent Retention .. 8,000 

Work certified .. £80,000 


Profit taken: X £33,000 16,500 

loU,liUU 

Net expenditure to date 78,919 

£95,419 

Hire-purchase Interest: £ 

Cash price .. .. .. 7,504 

Deposit paid-28th February, 1962 2,600 

4,904 


Add Interest at 12 per cent per annum for four months to 30th June, 1962 196 

5,100 

Less Instalment paid - 30th June, 1962 .. .. 2,600 

2,500 

Interest at 12 per cent per annum for four months to 31st October, 1962 100 

2,600 

Instalment paid - 31st October, 1962 2,600 

§7. Bankers’ Accounts 
The principal functions of a joint stock bank are: 

(1) To receive deposits from customers and collect cheques, bills of exchange and 
other credit instruments on their behalf; and to pay on demand cheques drawn on 
cunent accounts, and repay deposit accounts, after the required period of notice 
has expired. 
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(2) To discount bills of exchange and promissory notes on behalf of customers and 
others. 

(3) To grant loans and overdrafts. Some banks prefer to advance a fixed sum on loan 
account, crediting the amount thereof to the customer’s current account so that he 
can draw against it. In other cases the required accommodation is given by way of 
overdraft, i.e., the customer is allowed to draw cheques up to a specified limit in 
excess of the amount standing to the credit of his current account. Interest is 
charged on the amount of the fixed loan, or on the amount of the overdraft for the 
time being, as the case may be. 

(4) Agency services, such as the collection of foreign cheques, bills of exchange, divi¬ 
dend warrants and other credit instruments; the payment of ^standing orders’ for 
subscriptions, insurance premiums and other regularly recurring liabilities on be¬ 
half of customers; the purchase and sale, through the bank’s brokers, of stock 
exchange securities for customers; the services of the new issue department in 
connection with raising of fresh capital by a limited company (mainly the receipt 
of the application monies and financial business up to the allotment of the securi¬ 
ties); the specialised services of the executor and trustee department; etc. 

(5) Miscellaneous services, including the transaction of foreign exchange business, 
issuing traveller’s cheques, letters of credit, etc.; the receipt for safe custody of 
plate, jewellery, title deeds to property, stock and share certificates and other valu¬ 
ables on behalf of customers. 

Apart from balances with the Bank of England and other British banks, and 
cheques in the course of collection, the banks’ resources are used for the purpose of 
earning income, in such a way, however, that a sufficient proportion of the assets is 
in a form in which they can be easily and speedily realised. 

The total amount which banks will lend at any time is determined by the ratio of 
their c^sh Reserves (/.e., cash and notes in the till plus balances at the Bank of 
England) to their liabilities. The experience of bankers teaches them that of the total 
amounts deposited by customers, only a small proportion is likely to be demanded at 
any given time, and every net increase in deposits will thus enable the banks to grant 
loans or overdrafts of a considerably larger amount. If, for example, it is the policy of 
the banks to maintain cash reserves equal to 8 per cent, of their liabilities, every in¬ 
crease of £100 in their net deposits (/.e., deposits less withdrawals) will enable them to 
grant credits to the extent of a further £1,150, which, with the liability to customers for 
the £100 increased net deposits, will make up the ratio of 12^ : 1 of liabilities to cash 
reserves. 

The typical bank Balance Sheet shows clearly how the bank’s funds are employed, 
the various assets being set out in order of liquidity. 

A banking company which is incorporated under one of the Companies Acts 
must comply with the requirements of Part III of the Eighth Schedule to the Companies 
Acts, 1948, as respects the information to be disclosed in the accoimts laid before 
its members. These requirements are indicated in Chapter VIII (§15 (c) and (e)). 
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X BANK LTD. 

Balancf Sheet as Ar 31st December. 19... 


Share Capital Aothorised; 

2,000,000 Shares of £10 each . 

Share Capital Issued ; 

2,000,000 Shares of £10 each, £2 10s. paid 
Reserve Fund (including Share Premium 
Account £3(X),000) 

Balance of Profit and Loss Account. 


Dividend payable, less Income Tax. 

Current, Deposit and other Accounts, in¬ 
cluding Contin^ncy Reserves and pro¬ 
vision for Taxation. 

Acceptances and Confirmed Credits on account 

of Customers . 

Engagements on account of Customers 


£ 

20 , 000,000 


5,000,000 

2,000,000 

300,000 

200.000 


343,000,000 

11 . 000.000 

3.000,000 


Coin, Bank Notes and Balances 
with the Bank of England 
Balance with, and cheques in 
course of collection on, other 
Banks, and Cheques, Drafts, 

etc., in transit . 

Money at Call and Short Notice... 

Biils Discounted : 

British Government Treasury 

Bills . 

Bills payable by British Firms 
and Institutions in the United 

Kingdom . 

Other Bills . 

Siiecial Deposit with the Rank of 
England 

Investments at less than market 
value: 

British Government Securities . 

Other Quoted Securities, includ¬ 
ing Securities of Dominion and 
Colonial Governments, British 
Public Boards and British 
Municipal Corporations 

Advances to Customers and other 

Accounts. . 

Shares in Subsidiary Banks and 

and Companies . 

Bank Premises, at cost, less 

amounts written off . 

Liabilities of Customers for 
Acceptances, Endorsements, 
Engagements, etc., as per contra 


£366,700,000 


£ 

£ 


26,300,000 


17,500,000 

27,000,000 

64.U00,000 


1,300,000 

200,000 

63,700,000 


100,000,000 

800,000 

IOO.H0O,0OO 

110,200,000 

, 


2,000,000 

1 

1 

3,000,000 


14,000.000 


£366,700,000 




PROFIT AND LOSS ACCOUNT, for year ended 3lsr December, 19.. 


Interim Dividend paid less income tax 

Proposed Final Dividend less income tax 

Reserve Fund 

Reserve for Contingencies 

Balance carried forward to next account 


£ 

150,000 
200,000 
.. i 500,000 

100,000 
.. ! 500,000 


I £1,450,000 


Balance brought forward 400,000 

Profit for the year ended 31st December, 19.., ' 
after providing for taxation thereon and 
after making transfers to inner reserves out J 
of which provision has been made fur bad i 
and doubtful debts and other contingencies I 1,050,000 


£1,430,000 


Note: Comparative figures for the previous year would be given in practice but banking companies are 
exempted from the requirements as to disclosure contained in the Eighth Schedule of the Companies Act, 
1948, except those indicated in Chapter VIII, § 15 (c) and (e). 


The following notes are given with regard to those items in the above Balance Sheet 
which are not self-explanatory 

1. Current, Deposit and other Accounts. This item represents the total amounts 
standing to the credit of customers on Current and Deposit Accounts. 

2. Acceptances, Confirmed Credits and Engagements on account of Customers. 
These items represent the liability which the bank has undertaken by the acceptance 
and endorsement of bills of exchange, by guarantees given to third parties, credits 
issued, and other obligations undertaken on behalf of customers. They are balanced 
on the other side of the Balance Sheet by assets representing the liabilities of the 
customers to the bank in respect of the obligations so undertakes. 

s 








546 BOOK-KEEPING AND ACCOUNTS [Chap. XIV 

3. Coiriy Bank Notes and balances with the Bank of Btgland. This item includes 
bank notes and coin in the tills and vaults of the Head Office and the branches of 
the bank, and the balance standing to the credit of the bank at the Bank of England. 

4. Money at Call and Short Notice. This item represents advances repayable at 
call or at short notice, made to stockjobbers, bill brokers, and others, on the security 
of bills of exchange and investments. 

5. Treasury Bills. These are instruments issued by the Treasury for periods of 
three or six months by tender. Bills are for a minimum denomination of £5,000 
and tenders are not accepted for less than £50,000. They carry no interest but are 
issued at a discount. 

6. Special Deposits were loans made to the Bank of England under a general agree¬ 
ment by which the banks could be called upon to advance to the Bank of England a 
sum equivalent to a certain ratio of their deposit liabilities. Such deposits did not 
rank as liquid assets for the purpose of computing the cash and liquidity ratios of the 
banks, and thereby limited the power of the banks to create credit by making loans. 

Special deposits were released by the Government in the latter part of 1962, when 
credit restrictions were relaxed, and did not therefore appear in the Balance Sheets of 
the banks on 31st December of that year. 

7. Advances to Customers and other Accounts. This item includes all loans and 
overdrafts granted to customers, and normally forms the largest asset of the bank. 

8. Liabilities of Customers for AcceptanceSy Endorsements, etc. This item represents 
the liability of customers to the bank in respect of the obligations undertaken on 
their behalf and appearing on the opposite side of the Balance Sheet. 

§ 8. Voyage Accounts 

The owner or charterer of a ship, in addition to ascertaining the profit or loss from 
carrying on his business for a period, should be in a position to determine the exact 
result of each voyage made. In order to do this, it is usual to open a separate account 
for each voyage, the accounts referring to each voyage being numbered consecu¬ 
tively. 

The account should be charged with all expenses actually incurred in respect of 
the particular voyage, and with a proper proportion of all other charges which are 
attributable to the voyages generally, such as premiums on time policies, manager*s 
remuneration, etc., and should be credited with the freight and other income earned. 
The final balance of the account will represent the profit or loss on the voyage. 

The Voyage Account will be in the form of an ordinary Profit and Loss Account. 

niastration 

The *Glenisla* Steamship Company, Limited, own one ‘tramp steamer’, the s.s. ‘Glenisla* 
which was chartered on 27th February, as follows: 

(a) Cardiff to Genoa with general cargo at £3 per ton. The charter stipulates for an address 
commission to the charterers of 2 per cent, on the freight, payable on signing bill of lading. 
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together with a brokerage of S per cent, to the charterers* agents, of which one-third is re¬ 
payable to the vessel. 

(b) Agua Amarga to Barrow with Ore at £1 10s. Od. per ton. Address commission of 2 per 
cent, on freight payable to charterers and a brokera^ of one-third of 5 per cent, payable 
to charterers' agents on signing charter. 

The vessel was insured at Lloyd's on 29th April, the inclusive premium for one year 
being £3,000, and the managing owners' remuneration was fixed by the articles of associa¬ 
tion at S per cent, of gross freight charges. 

The following are the particulars from which the accounts are to be made up: 


Freight on 3,000 tons general cargo to Genoa, and on 3,500 tons Ore to Barrow 

Stores Account . 

Port Charges, etc., Cardiff . 

Captain's Accounu for Harbour Wages, etc., Cardiff 

Bunker Coals . 

Discharging at Genoa . 

Agents’ Disbursements, Genoa. 

Captain’s Expenses, Genoa . 

Stevedores at Agua Amarga . 

Provisions . 

Repairs on voyage. 

Captain’s Expenses, Amarga . 

Agents’ Accounts for Port Charges, Agency, etc., exclusive of i 

Wages . 

Port Charges and Discharging at Barrow 

Captain’s Portage Bill . 

Proportion of annual provision for repairs and replacement 


Address Commission and 


rokerage 


£ 

14,250 

560 

350 

ISO 

1,600 

145 

75 

IS 

420 

640 

125 

10 

150 

1,750 

1,150 

325 

2,500 


The voyage terminated on 28th April. 

Prepare the Voyage Account, apportioning where necessary in months. 

VOYAGE ACCOUNT. 27th February to 28th April 


Stores Account ... #•« 

Port Charges, etc. 

Captain’s Account, Cardiff 

Bunker Coals . 

Wages . 

Discharging at Genoa ... 
Agents’ Disbursements, Genoa 
Captain’s Expenses, Genoa 
Stevedores at Agua Amarga 

Provisions . 

Repairs . 

Captain’s Expenses 
Port Charges, Agency, etc. 

Port Charges, etc., at Barrow 
Captain’s Portage Bill ... 
Address Commissions: 

2% on £9,000 . 

2% on £5450. 


Brokerage: 

(a) 5% on £9,000 . 

(b) One-third of 5 % on £5,250 


Insurance Premium for 2 months 
Managing Owners’ Commission 
Provision for Repairs and Replace¬ 
ment 

Profit on Voyage. 


£ 



560 1 


350 1 


150 1 


1,600 


1,750 


145 


75 


IS 


420 


640 


125 


10 


ISO 


1,150 


325 

180 

; 

105 

i 

285 1 

1 

450 

87 

I 


537 


500 


712 


2,500 


2,401 


£14,400 


Freight: 

Outward—3,000 tons of general cargo from 

Cardiff to Genoa at £3 per ton (a) . 

Homeward—3.500 tons of Ore to Barrow at 

£1 10s. per ton (b) . 

Brokerage refbnded on (a): 

One-third of £450 . 


9,000 

5,250 

150 


£14,400 


§ 9. Marine Insurance Accounts 

There are three parties to be considered in dealing with these accounts: 

(1) The person for whom the insurance is effected. 

(2) The marine insurance broker. 

(3) The underwriter. 
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When a person wishes to insure a ship or cargo, he will instruct an insurance 
broker, who will negotiate the premium with the underwriters with whom he desires 
to place the insurance. The broker’s remuneration takes the form of a brokerage 
which is deducted from the payment he makes to the underwriter. 

When a claim is made under a policy, it is the business of the insurance broker to 
collect the amount of the loss on behalf of his client, from the various underwriters 
pro rata^ receiving for his services a commission calculated at an agreed percentage 
on the total amount of the claim. Thus the broker will collect the full amount of the 
loss from the underwriters, and pay this to his client, less the agreed collecting com¬ 
mission. 

Owing to the time unavoidably taken in settling under marine insurance claims, it 
is necessary for each year’s account to be kept open for three years. There are, there¬ 
fore, always three accounts open, except at the date of the Balance Sheet, when the 
first of the three accounts then open will be closed. 


lUustratioD 

The following are the balances on 31st December, 1963, in the books of A. Wreck, an 
underwriter at Lloyds: 




1961 

1962 

1963 



Account 

Account 

Account 



£ 

£ 

£ 

Premiums {}ess Returns and Reinsurances) ... 

1961 

201,800 

— 

— 


1962 

72,300 

202,000 

— 


1963 

6,145 

68,400 

262,100 

Salvages . 

1961 

8,560 

— 

— 


1962 

7,860 

9,010 

— 


1963 

925 

8,170 

2,130 

Taxed Dividends and Interest received during 

1961 

1,115 

— 

— 


1962 

1,250 

1,310 

— 


1963 

1,440 

1,545 

1,215 

Claims ... . 

1961 

38,370 

— 

— 


1962 

169,600 

68,500 

— 


1963 

32,140 

191,000 

64,750 

Expenses (including Commission) . 


15,300 

19,150 

18,140 

Reinsurances to close 1961 Account . 


10,200 

V 

— 

1 

Investments (all accounts) at cost . 



52,825 


Creditors. 



10,300 


Debtors . 



42,400 


Balance at Bank. 



215,200 


Capital Account: Balance on 1st January, 1963 



70,000 



Prepare Underwriting Accounts to 31st December, 1963, and Balance Sheet as on that 
date. 
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A. WRECK 


Underwritino Account for the Year 1961 


1961 
Dec. 31 

i 

Qaims . I 

Exoeniet .1 

BaUooe carried down . 

i 

£ 

38,370 

13,300 

137,805 

i 1961 
Dec. 31 

1 

Premiums (net) . 

I Saivases . 

Taxed Dividends and Interest 

1 £ 

, 201,800 
8,560 
1,113 



£211,473 



£211,473 

1962 
Dec. 31 

Qaims . 

Balance carried down . 

1 169,600 

69,613 

1962 
Jan. 1 
Dec. 31 

1 

j 

i 

Balance brought down . 

Premiums (net) . 

Saivases .j 

1 Taxed Dividends and Interest ... 1 

157,805 

72,300 

7,860 

1.230 



£239,213 1 

i 

£239,213 

1963 
Dec. 31 

Qaims .■ 

Reinsurances. 

Profit and Loss Account . 

32.140 ! 
10,200 1 
35,783 1 

1 1963 

Jan. 1 
Dec. 31 

1 

1 

Balance brought down ’ 

Premiums (net) i 

Salva^ . 

1 Taxed Dividends and Interest 

1 ‘ 

69,613 

6,143 

925 

1,440 



1 £78,123 1 



£78,123 



1 1 





Underwriting Account for thf Year 1962 


1962 
Dec. 31 

1 

Qaims. 

Expenses . 

Balance carried down . 

£ 

68,300 

19,130 

124,670 

1962 
Dec. 31 

Premiums (net) . I 

Salvages .' 

Taxed Dividends and Interest ... | 

£ 

202,000 

9,010 

1,310 



£212,320 


! 

£212,320 

1963 
Dee. 31 

Qaims... 

Balance carried down . 

191,000 

11,783 

1963 
Jan. 1 
Dec. 31 

1 

Balance brought down . 

Premiums (net) ... . 

Salvages . 

Taxed Dividends and Interest 

124,670 

68,400 

8,170 

1,343 



£202,783 



£202,783 



1 

1 

Jan. 1 

Balance brought down . 

11,783 


UNDERWRmNG ACCOUNT FOR THE YeAR 1963 


1963 
Dec. 31 

Qaims . 

Expenses . 

Balance carried down . 

1 £ 
64,730 
18,140 
182,333 

1963 
Dec. 31 

1 

Premiums (net) . 

Salvages . 

Taxed Dividends and Interest 

£ 

262,100 

2,130 

1,213 



, £263,443 



£263,443 



1 

j 1964 

1 Jan. 1 

1 

Balance brought down 

182,333 


BALANCE SHEET AS at 31st December, 1963 


Capital Account: 

Balance at 1st January, 1963 
Profit from 1961 account 

. 

£ 

70,000 

35,785 

Balance at Bank . 

Investments at cost. .i 

Debtors . 

£ 

213,200 

32,823 

42,400 

Underwriting Accounts: 

1962 . 

1963 . 

Creditors . 

£ 

11,783 

182,353 

103,783 

194,340 ! 
10,300 i 





£310,423 1 


£310,423 




_ _ __ 

... 


§ 10. Ledger Accoimts for Inyestments 

Where investments are numerous, the interest and dividends arising therefrom should 
be passed through the Investment Accounts in the ledger, so that it can be seen at a 
glance whether or not all the income due on each investment has been received. The 
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best way of doing this is to have the Investment Accounts ruled with two columns 
on either side, one for income and the other for capital. In most cases it is also con¬ 
venient to have a third colunrn for the nominal value or number of shares or units. 
In the case of fixed interest bearing stocks or shares the dates when dividends or 
interest fall due should be noted at the head of the accounts. 

When income is received, cash is debited and the income column of the Invest¬ 
ment Account credited, and, at the end of the period, the total income received from 
each investment is transferred to an Income from Investments Account. In cases 
where the income at the end of the period, although accrued due, has not actually 
been received, but can be computed, the amount of such accrual may be carried 
forward on the income column of the Investment Account. This should not, however, 
be done in trust accounts, in which credit should only be taken for income actually 
received. 

niiutration (1) 

An investment company held during the whole of the year, £1,000 4 per cent, debentures 
costing £987, in the Phoenix Iron Company, the interest t^ing payable on the 30th June 
and 31st December in each year. 

Show in the books of the company the Phoenix Iron Company Investment Account. 
Ignore income tax. 


THE PHOENIX IRON COMPANY FOUR PER CENT. DEBENTURE ACCOUNT 
Interest Payable 30th June and 31st December 


Date. 

Particutan. 

Fo. 

Nominal 

Value. 

1 

O 

1 

Capital 

Date. 

Particulan. 

Fo. 

Nominal 

Value. 

Income. 

Capital 




£ 

£ 

£ 




£ 

£ 

£ 

Jan. 1 

Balance hit. . 


1,000 


987 

June 30 

Cash: 





Dec. 31 

Inteteit on Invest- 






4 year’e 






menu Account 



40 


Dec. 31 

interest 



20 












20 









Balance 












c/d. 


1,000 


987 




£1,000 

£40 

£987 




£1,000 

£40 

£987 

Jan. 1 

Balance b/d. 


1,000 


987 











__ 

__ 

_ 

_ 


_ 

_ - 



It is usual in Investment Accounts, to carry down the balances at cost, and not 
adjust them to the current market value of the investments. In the case of companies 
holding a large number of investments, the practice is for a schedule to be prepared, 
showing the book value and the market value of each investment at the date of the 
Balance Sheet, a general provision being made for depreciation, if the total market 
value is less than the total book value. If the market value exceeds the book value, 
no credit should be taken for the excess, as this is not a realised profit. Under the 
Companies Act, 1948, a note of the market value of quoted investments must be made 
on the Balance Sheet of a company in which investments appear as an asset. 

The profit or loss resulting on the sale of investments should be adjusted when the 
sale takes place. Where only a portion of the investment is sold, the balance remain¬ 
ing should be carried down at the price at which it stands in the books; the difference 
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on the account will then represent profit or loss on the portion of the investment sold, 
and should be transferred to a Profit and Loss on Investments Account. 

Where investments are sold cum div. (which implies that the whole of the next 
dividend will go to the purchaser), some portion of the amount received will repre¬ 
sent the dividend (less income tax) accrued to the date of sale on the stock sold, and, 
strictly speaking, the amount received should be apportioned accordingly, the amount 
representing accrued income to date being credited to the income column, and the 
balance to the capital column of the Investment Account. 

In the same manner, when stocks are purchased cum div., the portion of the pur¬ 
chase price representing the accrued dividend Oess income tax) may be debited to the 
income column of the Investment Account, the balance being debited to the capital 
column. As the stock is purchased cum. div., the whole of the next dividend when 
received, should be credited in the income column; against this there will be a set-off 
on the debit side of the amount accrued to the date of purchase so that the net amount 
credited to income is the amount accrued after the purchase. 

Most British Government and Municipal Corporation stocks are quoted ex div. 
about one month before the interest thereon is payable. Industrial securities are 
quoted ex div. at the commencement of dealings for the Stock Exchange account 
preceding the first day on which the company closes its transfer books. It will fre¬ 
quently be found that shares of large companies are quoted ex div. many weeks 
before the dividend is due, as it is necessary for such companies to close their transfer 
books long before dividends are payable owing to the volume of work involved 
in preparing and issuing the dividend warrants. 

In arriving at the ex div. price, the full amount of the forthcoming dividend (less 
income tax) is deducted from the cum div. price. Accordingly, the price paid for the 
stock is short of the principal value by the amount of the dividend accruing from the 
date of the transaction to the dividend date. 

When stocks are bought ex div. therefore, it is permissible to debit the capital 
column and credit the income column of the Investment Account with dividend accrued 
from the date of purchase to the next dividend date; and when stocks are sold ex 
div., correspondingly to debit income and credit capital. In the latter case the adjust¬ 
ment is sometimes eifected by apportioning the dividend, when received. 

In the case of stocks and shares which do not carry a fixed rate of interest, the 
adjustments between capital and income cannot be made on purchase or sale, since 
the amount of the dividend receivable is not then known. Any adjustment in such 
cases is therefore made when the next dividend is received. 

Although in theory these adjustments should always be made, they are usually 
ignored in practice when the purchase and sale of investments is only incidental to the 
main purpose of the business carried on. 

In the case of British Government securities having five years or less to run to 
maturity, dealings are subject to the accrued or accruing interest being accounted for 
between buyer and seller, up to the day for which the bargain is done. In these cases, 
therefore, the accrued or accruing dividend is known exactly from the contract. 
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In most cases income tax at the standard rate is required to be deducted at source 
from interest and dividends, so that the amount received by the investor is the net 
amount. Nevertheless, the gross amount of the income should be brought to the credit 
of the Profit and Loss or Revenue Account, the income tax suffered being shown 
therein as a debit. It is therefore desirable, where the net amount of the income has 
been credited to the Investment Account, to make an entry debiting Income Tax 
Account and crediting the income column of the Investment Account with the tax 
paid by deduction on the income. This may conveniently be done at the end of the 
accounting period as in Illustration (2) below. Alternatively, instead of making the 
income tax adjustment in each investment account, the net income may be transferred 
therefrom to Income on Investments Account at the close of the accounting period, 
and only one entry made debiting Income Tax Account and crediting Income on 
Investments Account with the total amount of income tax paid by deduction on the 
income on the investments as a whole. 

It should be noted that the cum div. price of an investment includes the net amount 
(i.e. less income tax) of the accrued income, and that the ex div. price is arrived at by 
deducting die net dividend from the cum div. price. 

Dlostration (2) 

On 1st March a trust company purchased £10,000 3 per cent. Government Stock (Interest 
payable 1st April, 1st July, 1st October and 1st January) at 87^ cum div. On 1st August, 
£2,000 stock is sold at 87 cum div., and on 1st September, £2,000 stock is sold at 88^ ex div. 
On 31st December, the date of the Balance Sheet, the market price was 88. 

Show the ledger account of the investment for the year, ignoring brokerage and stamps, 
and making apportionments in months. Take income tax into account at the assumed 
standard rate of 10s. in £. 


GOVERNMENT 3 PER CENT. 




Nomi- 






1 

1 


Nomi- 






Date 


nal 

Income 

Capital 


Date 


nal 

Income 

Capital 




Value 









Value 






Mar. 1 

Cash - Purchase at 

£ 

£ 

s. 

d. 

£ 

s. 

d. 

Apr. I 

Cash - 3 months 

£ 

£ s. 

d. 

£ 

s. 

d. 


871 cum eUv. (2 








Interest, less tax 


37 10 

0 





months accrued in* 








July 1 

Cash - 3 months 








come, less tax, £25 

10,000 

25 

0 

0 

8,725 

0 

0 

Interest, less tax 


37 10 

0 





Transfer to Profit 






Aug. 1 

Cash - Sale at 87 








on Sale of Invest- 








cum div. (accrued 








ments Account .. 





15 

0 

0 


Income 1 month 








Transfer to Income 









less tax £2 10 0) 

2,000 

2 10 

0 

1,737 

10 

0 


on Investments 








Sept. 1 

Cash - Sale at 881 






Account gross in- 








ex div. .. 

2,000 



1,765 

0 

0 


come 


205 

0 

0 




Oct. 1 

Cash - lnterest,less 
















tax, on £8,d00, 
(£2,000 sold ex cffr 
£2100 to capital) 


27 10 

0 

2 

10 

0 










Dec. 31 

Balance c/d. 
Balance 3 months 

6,000 



5,235 

0 

0 











accrued interest. 









1 








less tax, on £6,000 
c/d. 


22 10 

0 














Income Tax Ac- 









1 








count .. 


102 10 

0 





£| 10,000 

230 

0 

0 

8,740 

0 

0 


£ 

10,000 

230 0 

a 

8,740 

D 

D 

Ian. 1 

Balances b/d. .. 

1 

6,000 

22 10 

0 

5,235 

0 

0 
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Notes. 

(1) The above method of adjusting the accrued dividend when posting the capital items can only be 
employed when the rate of dividend or interest is hxed; otherwise che adjustnient will be made when the 
dividend is received. 

(2) Where stock is sold cum <Jiv. the price may be apportioned so as to give to income the amount of 
interest which is included in the price. 

(3) Where stock is sold ex div., interest thereon from the date of the sale to the due date of the dividend 
may be credited to capital, as the full interest, and not merely the amount accrued to date, was deducted 
from the cum div. to arrive at the ex div. price, which is therefore less than the true capital proceeds by the 
amount of interest accruing after the sale. In this case, the dividend received on 1st October in respect of 
the £2,000 stock sold on 1st September has been so apportioned. 

(4) The balance of stock remaining in hand is brought down at the net cost, viz., x £8,725 as 

shown by the capital column (and not at the cum div. price at which it was purchased). 

Where further amounts of the same stock are purchased, and sales take place during the same or subse¬ 
quent periods, it is convenient to value the balance at the average cost of all the purchases during the period, 
plus those in hand at the beginning of the period. No objection can be taken, however, to using the ‘lirst 
in first out’ principle, and regarding the balance as being made up of the latest purchases, or even identifying 
the sales with the purchases more closely by seeing which specific items have, in fact, been parted with. 

(5) The above practice is not the method adopted in connection with trusts, where the rights of parties 
are defined by special legal rules, as to which, see Ranking, Spicer & Pcgler’s ‘Executorship Law and 
Accounts’. 

(6) Credit has been taken in the account for the interest accrued to the balancing date, which amount 
is carried down and will appear in the Balance Sheet as an asset. 

Many companies, having financed their expansion out of profits ploughed back 
into the business, find that their accumulated reserves represent a very large per¬ 
centage of their issued share capital; in some cases they may actually exceed their 
capital. As a result, dividends declared on the issued share capital appear to be at a 
high percentage rate, whereas in fact the dividend should be compared with the real 
capital employed in the company, namely, the aggregate of the issued share capital 
and the accumulated profits. In order to bring the share capital into line with the true 
capital employed, such companies frequently make bonus issues (more correctly 
called capitalisation issues) of shares to their shareholders. It will be appreciated that 
the assets underlying the share capital are not in any way changed by a bonus issue 
and, therefore, in theory, the increased number of shares subsequently held by a 
shareholder is of the same value as his original holding. In practice, however, it 
is usually found that the market value of the total holding will have increased be¬ 
cause of the anticipation that the company will continue to pay the same rate of 
dividend on its increased capital as it did on its original capital or that it will at least 
pay a dividend which represents an increase on the former rate. Another reason why 
the total market value of the new capital will usually be found to exceed the original 
value is that the number of shares available for dealing on the Stock Exchange having 
increased, a more active market is created. From the viewpoint of the recipient of 
such bonus shares, however, they have been acquired without payment and therefore 
no value should be placed upon them in the books, the only amendment required in 
the Investment Account being an addition to the number of shares held. If, however, 
the shareholder sells the bonus shares he receives, it would be permissible to take 
credit for the profit on the sale, as the price obtained contains some element of the 
profit which existed on the original holding before the allotment of the bonus shares. 

S2 
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niutntkHi (3) 

J. Brown purchased 1,000 ordinary shares of £1 each in Wyezed Company Limited for 
£1,250, inclusive of brokerage and stamp duty. Some years later the company resolved to 
capitalise profits and to issue to the holders of ordinary shares one new ordinary share 
for every share held by them. Prior to the capitalisation, the shares of Wyered Company 
Limited stood in the market at 35s. per share. After the capitalisation the company’s shares 
were dealt in on the market at 18s. 6d. per share. J. Brown decided to sell the bonus shares 
he received and the sale was effected at 18s. per share net. Write up the Investment Account 
in respect of the aforementioned transactions. 


WYEZED CO. LTD. £1 Ordinary Shares 


Date 


Nominal 

£ 

Date 


Nominal 

£ 


Cuh . 

Boniu . 

Profit traniferred 

1,000 

1.000 

1,250 

"275 


Caah'Sale . 

Balance c/d. 

1,000 

1,000 

900 

625 



2.000 

£1,525 



2,000 

£1,525 


Balance b/d. 

1,000 

625 

: 





Notes, (i) As no value is placed on the bonus shares when received the book value of the total holding is 
reduced from 25s. to 12s. 6d. per share. 

1 000 

(ii) The shares held after the sale are carried down at cost, viz. x £1,250. 

Companies sometimes s^k to raise additional capital by offering to their share¬ 
holders new shares at a price which compares very favourably with the current 
market price of their existing shares. There is thus an element of bonus given to 
existing shareholders in that they are able to acquire free of brokerage, stamp duty, 
etc., further shares in the company at less than the current market price or, if they 
so desire, to sell their ‘rights’ on the market. Where a shareholder exercises his 
rights by taking up the shares, the cost of the additional shares he acquires will be 
recorded in the relevant Investment Account in the same manner as any other pur¬ 
chase. If, however, the shareholder decides to sell his ‘rights’, it is considered that 
the proceeds of sale should be credited to the Investment Account in the capital 
column thus reducing the book value of the original holding, particularly as the 
immediate effect of a ‘rights’ issue is normally to depress the market value per share 
of the increased capital. This may be illustrated as follows; 

Market Value of 1,000,000 shares at £2 per share .. £2,000,000 

Proceeds of ‘Rights’ issue 1,000,000 shares at £1 per share £1,000,000 

Value of 2,000,000 shares = £1 10s. Od. per share .. £3,000,000 

Nevertheless, if, after the rights issue, the market value of the inoreased capital has 
recovered to the original price of £2 or more, no objection could be taken to treating 
the proceeds of the ‘rights’ as a profit. 
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§11. Tabular Iiedgers 

In certain busin^ses, considerable labour can be saved by utilising tabular led^rs, 
particularly where the transactions concerned are numerous and do not vary in 
their nature. 

The following are some of the more usual forms of tabular ledgers: 

(a) Bought Day Book and Ledger combined 

It is sometimes possible, where accounts are settled regularly on a fixed monthly 
pay-day, to dispense with the bought ledger altogether by having a specially 
ruled form of bought day book. As invoices are received, they are filed away in 
alphabetical order as relating to each creditor. At the end of each month the special 
bought day book is written up from the invoices in alphabetical order. Under the 
name of each creditor particulars are inserted of all the invoices relating to his account 
in order of date, the amounts being entered in the detail column, and the total 
extended into the total column. Any returns or allowances should be deducted from 
the invoices to which they relate, and the amounts of the invoices entered in the 
day book net. When cash is paid, the amount thereof, together with the discount 
(if any), is posted in one sum from the credit of the cash book to the cash and dis¬ 
count column in the bought day book opposite to the item to which it relates. Each 
item in the total column is extended into the proper subsidiary column to which it 
refers, and the totals of these columns are posted monthly to the respective nominal 
accounts. This procedure has already been described in Chapter I, § 15. 

The following is a convenient ruling for the book, with a few specimen entries: 


niustration 

BOUGHT DAY BOOK AND LEDGER 



(b) Rental Ledger 

Where a considerable number of properties is held a rental ledger should be used, 
which may be ruled for the purpose of recording half-yearly, quarterly or weekly 
rentals. An illustration is given below of a quarterly rental ledger. 

To enable this book to take its place in the system of double entry, the totals of 
the rent and allowances columns should be posted to the credit and debit respectively 
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of the appropriate impersonal accounts. The total of the arrears carried forward 
column at any date will represent the outstanding debtors for rent. 


Dlustratioa 


No. 


Name of 
Tenant. 


Particulars. 


h 


RENTAL LEDGER 

Quarter ending.. 


Arrears ;i 


ii 


C.B. 

Fo. 


! I 


i I 


Cash I Allowances. 


Arrears 

carried 

forward 


(c) Hotel Visitors* Ledger 

The personal accounts for visitors at an hotel can be most conveniently recorded 
by means of a tabular visitors’ ledger, which contains similar particulars to those 
furnished on the accounts rendered to visitors. 

The following is a typical form: 


VISITORS’ LEDGER 


DEBITS. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

DEBITS. 

Name. 

Name. 

Name. 

Name. 

Name. 

Name. 

Name. 

Name. 

Name. 

Name. 


£ a. d. 

£ s. d. 

£ s. d. 

£ s. d. 

£8. d. 

£a. d. 

£ s. d. 

m 

£ s. d. 

£ s. d. 


Brought fd. 

2 12 7 









Brought fd. 

Apartments 

1 12 0 









Apartments 

Board, etc. 








Board, etc. 

Fit«. 




, i 





Fires . 

Brealcfaats. 

7 0 



1 ' 





Breakfasts 

Luncheons, etc. 


8 0 







Luncheons, etc. 

Dinners . 

IS 0 

10 0 








Dinners . 

Tea, Coffee, 



' 







Tea, Coffee, 

Milk 

1 0 

6 









Milk 

Wine. 

1 5 0 









Wine . 

Spirits . 


2 6 








Spirits . 

BMr. 










Beer. 

Minerals . 


6 


1 i 





Minerals . 

Cinan and 




. 1 





Cigars and 

Cigarettes i 









Cigarettes 

Laundry . 




i 






Laundry . 

Paid out . 




i 






Paid out . 

Etc. . 




1 

! 



mu 



Etc. 

Total £ 

6 12 7 

1 1 6 j 








Total £ 

CREDITS. 






! 

1 




CREDITS. 

Cash. 

6 12 7 










Cash . 

Allowance 



1 







AHowances 

Personal 











Personal 

Accounts 











Accounts 

Bal. elf. . 


1 1 6 









BaLc/f.. 

Total £ 

£ 12 7 

1 1 6 







1 


Tout £ 
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A separate page is opened for each day's transactions, and a coltunn provided therein for each visitor, 
headed with the number of his room. The amount brought forward at the commencement of the page in 
each column represents the balance due at the commencement of the day from the visitor concerned. >^en 
an account is settled, as in column (1) of the illustration, the cash received is entered as a credit, and there 
will be no tolance to be carried forward to the next day's page. 

Where circumstaiKes render it desirable, the amount due at any date from a visitor can be transferred 
to a ledger account in the personal ledger, and in this way taken out of the visitors’ ledger. 

The daily totals in respect of each heading, both debits and credits, arc entered in the total column on 
the right-hand side, and transferred to a summary ledger, from which the monthly, quarterly, or half- 
yearly totals, as the case may be, can be obtained. These will be utilised for the purpose of the impersonal 
accounts. 


(d) Plant Ledger 

Where there are numerous items of plant it is essential that a plant ledger be kept 
in order that the cost and written down value of each item can be ascertained at any 
time. A separate account will be kept for each machine and it is useful also to record 
thereon expenditure on repairs. To facilitate computations of capital allowances, etc., 
for taxation purposes it is advantageous to provide each account with columns show¬ 
ing the allowances received and the written down values carried forward. 

The following ruling will be found convenient: 

PLAN! LEDGER 
Wrapping Machine No. 3 

Rate of Depreciation 10®o- Purchased 1st July, 1961 

Taxation Annual Allowances 9i%. Cost £600 



■ 

Alterations 


Tota 

Date 

Provision 

for 

Deprecia¬ 

tion 

Written 

1 Taxation Allowances 

1 

Date 

Particulars 

or 

Additions 

a 

«> 

VC 

Capital 

Cost 

Down 

Value 

Year 

Inv. or 
Initial 

' 

Annual i W. d.v. 

1961 


£ 

£ 

£ 

1961 

£ 

£ 


£ 

, £ i £ 

July 1 

Cost - Brown & Co. 



600 

Dec. 31 

30 

570 

1962/63 

120 

56 544 

Nov. 1 

Motor Repairs - X 
Ltd. . 


25 


1962 
Dec. 31 

57 

513 

1963/64 


SI ' 493 


Further columns may be provided to record the cumulative amount of depreciation 
provided for and the cost of repairs, etc., to date, in order that a complete history 
of the machine may be disclosed at a glance. 


§ 12. Stock Exchange Transactions 

It is the practice of the Stock Exchange to treat all dealings in Government securi¬ 
ties on a cash basis. In the case of other stocks and shares, purchases and sales are 
made for the account, unless a special cash bargain is effected, and settlement 
normally takes place fortnightly, although occasionally the account covers three 
weeks. 

A full description of all the financial books necessary for recording the transac¬ 
tions of a stockbroker’s business, and of the machinery employed for settlements 
between members of the Stock Exchange, is outside the scope of this work. The books 
of prime entry are generally of elaborate design, providing for the proper recording 
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of transactions so far as they affect persons, and for the collection of impersonal 
details into totals, for posting to the nominal accounts concerned. 

The broker dealing in stocks or shares on behalf of a client either buys from, or 
sells to, a jobber. In obtaining a price from the jobber, he does not intimate whether 
he desires to buy or sell, and the quotation given consists generally of two prices 
differing slightly in amount. For instance, a stock might be quoted 101-101^. This 
indicates that the jobber is willing to buy at the lower price, or sell at the higher price. 

When the transaction has been carried through, the broker sends a contract note 
to his client. In the case of a purchase, this is called a bought note, and shows the 
amount due from the client for the stock bought, plus commission at the authorised 
rate, the stamp duty on the transfer, the transfer fee charged by the company, and 
the cost of the contract stamp. In the case of a sale, it is called a sold note, and 
shows the amount due to the client for the stock sold, less commission and the cost 
of the contract stamp. 

The commission or brokerage is according to the official scale, and generally takes 
the form of a percentage on the nominal value of the stock, or a fixed sum per share. 
In certain cases, a discretionary charge may be made, or the percentage may be 
calculated on the value of the stock. 

The client’s account is debited or credited, as the case may be, with the various 
amounts due from or to him in respect of these transactions. If the client does not wish 
to take up the stock or shares bought for him at the first settling day, it may be 
possible to carry the bargain over to the next settling day by arrangement with the 
broker, in which case the stocks concerned will be carried forward to the new account 
at the making-up pricey and only the balance of the old account will then be due to or 
from the client in cash. Makiiig-up prices are fixed on the basis of prices ruling at the 
close of business on the previous day. 

Where purchases are carried over in this manner, the old account must be credited 
and the new account debited not only with the making-up price of the stock but also 
with the stamp duty and transfer fee charged when the purchase was made, as these 
amounts are only payable if the new stocks or shares are taken up. 

The new account, in addition to being debited with the making-up price of the 
stock or shares carried over and the stamp duty and transfer fee brought down, is 
charged with the agreed contango, which is the consideration, in the nature of 
interest, payable to the broker for the accommodation afforded. It is calculated at the 
agreed rate per cent for the period of the next account on the amount carried forward. 

Dlnstratioii 

S. Fuller entered into the following transactions with his stockbrokers: 

Purchases: 

On 16th July £10,000 L.N. Co. Ltd. 2nd Preference Stock at 23^. Stamp Duty, £47. 

On 20th July £12,000L.N. Co. Ltd. 4 percent. Preference Stock at 84. Stamp Duty, £202. 

On 23rd July £9,000 S. Co. Ltd. Deferred Stock at 23. Stamp Duty £42. 

Sales: 

On 24th July £10,000 L.N. Co. Ltd. 2nd Preference Stock at 24. 



MISCELLANEOUS ACCOUNTS 


12 ] 


559 


The brokers charged a commission of three-quarters per cent, on the money value of 
stocks. Only one commission was charged on stocks bought and sold for the same 
account. At the close of the account, S. Fuller carried over the remaining stocks at 83 
and 23^ respectively, contango being charged at 5 per cent, per annum on the amount due, 
the following account being a 14-day account. 

S. Fuller’s account in the brokers’ books, ignoring contract stamps and transfer fees 
is shown below. 

The broker’s account in the client’s books is, of course, the reverse of this account. 

In the event of speculative transactions by a company, such as a finance company, 
being open on the Stock Exchange at the date of the company’s Balance Sheet, the 
question arises as to how the liability attaching thereto should be stated. 

Where a purchase of stock is carried over to a subsequent account, there is a 
liability on the part of the company to take up the stock, unless they sell it before the 
settling day, in which event the transaction will resolve itself into a settlement of 
differences. In the same manner, when stock has been sold which the company does not 
possess, and the transaction is carried forward, there is a liability on the part of the 
company to purchase the stock for delivery, and such purchase may have to be made 
at a higher rate than the price at which the stock was sold. 


S. FULLER 


July 16 


20 


23 


£ B. (i 

£10,000L,N.Co.2nd : 

Pref. Stock at 23i I 2,3SO 0 0 | 

CommUsioii ..I 17 12 6 i 

Stamp Duty 47 0 0 ' 

£12.000L.N.Co.4% i 
Fref. Stock at 84..: 10.080 0 0 
Commisiion ' 7S 12 0 

Stamp Duty 202 0 0 


£9,000 S. Co. De- 
femd Stock at 23 
Conunission 
Stamp Duty 


Balance b/d.: 

£12.000 L.N. Co, ! 

Pief. at83 ' 9.960 0 0 
£9.000 S. Co. Def. ^ 
at231 .. .. 2,113 0 0 

Cental 



I 


July 24 


£10,000 L.N. Co. 2nd 
Pief. Stock at 24 .. 

Stamp Duty written i 
back 

Stock carried over: 

£12,000 L.N. Co. { 

Pnif. at83 .. ! 9,960 
£9,000S.Co.nt23| .2,113 


Stamp Duty on L.N. 
Co. and S. Co. 
Stocks c/d. 

Cash. 


£ s. d. 


Note. 

transfer 


Contain .. 

Stamp Duty b/d. .. 


As the L.N. Co. 2nd Preference Stock was bought 
will be executed by Fuller and the stamp duty charges 


£ 

2,400 

47 


d. 

0 

0 


12,073 0 0 


244 0 
133 13 


£14,899 13 0 


and re-sold within the same account, no 
must therefore be credited back. 


Until these transactions are closed, therefore, it is impossible to ascertain precisely 
the amount of any liability arising from them. Where the transaction has been closed 
before the preparation of the accounts, but after the date of the Balance Sheet, any 
loss which is found to have occurred should be provided for, and the liability can be 
stated precisely. Where, however, the transactions are not closed and the amount 
involved is material, a note should be made on the face of the Balance Sheet to the 
effect that there is a contingent liability in respect of transactions open on the Stock 
Exdhange; and where a loss is expected, of whidi it is possible to make some (»timate, 
a provision should be made accordingly. 
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§ 13. Professional Accounts 

The accounts maintained by professional men present certain special features, the 
most important of which are dealt with hereunder: 

(a) Separate Banking Accounts for Clients’ and Trust Moi^ys 

It is essential for all professional men who handle money belonging to clients to 
take all possible steps to ensure that there can be no danger of clients’ moneys 
becoming confused with their own. This object is best attained by the maintenance of 
one or more special banking accounts to be used exclusively for clients’ money. 
Although such a system is strongly to be recommended it is not obligatory, except in 
the case of solicitors. 

Section 29 of the Solicitors Act, 1957 provides that the Council of the Law Society 
shall make rules as to the keeping by solicitors of banking accounts for clients’ 
moneys and contains similar provisions regarding rules for banking accounts to be 
kept by a solicitor for trusts of which he is a sole trustee or where he is co-trustee 
only with a partner, clerk or servant of his. (In such circumstances the solicitor is 
termed a solicitor-trustee.) 

The Council is empowered to take such action as may be necessary to enable them 
to ascertain whether or not the rules are being complied with. If a solicitor fails to 
comply with any of the rules, any person may make a complaint in respect of that 
failure to the disciplinary committee. In the case of a solicitor employed as a public 
officer, the above provisions as to keeping accounts do not apply so far as regards 
moneys received, held or paid by him in the course of his employment as such public 
officer. 

The rules now in operation are the Solicitors’ Accounts Rules, 1945, as amended by 
the Solicitors’ Accounts (Amendment) Rules, 1959, and the Solicitors’ Trust Accounts 
Rules, 1945, which have operated since 1st January, 1945. 

The following is a synopsis of the rules referred to: 

(1) Every solicitor who holds or rweives clients’ money or money subject to a trust of 
which he is solicitor-trustee, must keep a separate banking account for clients’ money, 
or as many such accounts as he thinks fit, and a separate account for each trust of which 
he is solicitor-trustee. 

(2) There may be paid into a client account (i.e., a current or deposit account at a bank in 
the name of the solicitor in the title of which the word ‘client’ appears): 

(a) trust money; 

(b) the solicitor’s own money, as may be necessary to open or maintain the account; 

(c) money to replace any sum which may by mistake or accident have been drawn 
from the account in contravention of the rules; and 

(d) a cheque or draft received by the solicitor, which under the rules he is entitled to 
split, but which he does not split. 

(3) Where a solicitor holds or receives a cheque or draft which includes client’s money or 
trust money, he may split such cheque or draft, dealing with each part as if he had 
received a separate cheque or draft for that part. If he does not split the cheque or draft 
he must pay it into a client account, as stated in (2) (d) above. 
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(4) There may be drawn from a client account: 

(a) in the case of client’s money: 

(i) money properly requir^ for a payment to or on behalf of the client; 

(ii) money properly required for or towards payment of a debt due to the solicitor 
from the client or in reimbursement of money expended by the solicitor on 
behalf of the client; 

(iii) money drawn on the client’s authority; and 

fiv) money properly required for or towards payment of the solicitor’s costs 
where a hill of costs or other written intimation of the amount thereof has been 
delivered to the client, and the client has been notified that money held for him will 
be applied towards or in satisfaction of such costs; 

(b) In the case of trust money: 

(a) money properly required for a payment in the execution of the particular 
trust; and 

(b) money to be transferred to a separate bank account kept solely for the 
particular trust. 

(5) No amount shall be withdrawn from a client account which exceeds the amount held 
on account of the client or trust on whose behalf the cheque is drawn. 

(6) It is not necessary for a solicitor to pay in to a client account coin or bank notes received 
from or on behalf of a client or trust which he pays out again without delay, in the 
ordinary course of business, to a third party, or cheques which he endorses over to the 
client or to a third party on his behalf, or in the execution of the relevant trust, or which , 
he pays into a separate banking account in the name of the client or of some perso^' 
named by the client. 

(7) A solicitor shall not pay into a client account client’s money held or received by him; 

(а) which the client for his own convenience requests the solicitor to withhold from 
such account; or 

(б) which is received by him for payment of a debt due to the solicitor from the client 
or in reimbursement of money expended by the solicitor on behalf of the client; or 

(c) which is paid to him expressly on account of costs incurred in respect of which a 
bill of costs has been delivered, or as an agreed fee for business undertaken or to 
be undertaken. 

(8) Every solicitor must keep properly written up such books of account as may be necessary: 

(a) to show all dealings with: 

(i) clients’ money held, received or paid by him; and 

(ii) any other money dealt with by him through a client account; and 

(b) to distinguish such money held, received or paid by him on account of each 
separate client, and to distinguish such money from other money held, received or 
paid by him on any other account. 

(9) (fl) All dealings referred to above shall be recorded in: 

(i) a clients* cash-book, or a clients’ column on the credit side or debit side (as 
may be appropriate) of a cash-book, and 

(ii) a clients’ ledger, or a clients' column on the credit side or debit side (as may 
be appropriate) of a ledger, 

and no other dealings shall be recorded in such clients’ cash-book and ledger, or, as the 
case may be, in such clients’ columns, and 



562 BOOK-KEEPING AND ACCOUNTS [Chap. XIV 

(b) all dealings of the solicitor relating to his practice as a solicitor other than those 
above referred to shall (subject to compliance with the Solicitors’ Trust Accounts 
Rules) be recorded (as may be appropriate) in such (if any) other cash-book and 
ledger or such (if any) other columns of a cash-book and ledger as the solicitor 
may choose to maintain. 

(c) In addition to the books and accounts above referred to, every solicitor shall keep 
a record of all bills of costs (distinguishing between profit costs and disbursements) 
and of all written intimations under paragraph (4) {a) (iv) above delivered by the 
solicitor to his clients, which record shall be contained in a bills delivered book or 
a file of copies of such bills and intimations. 

(d) The books required may be in loose leaf or card form and must be preserved by the 
solicitor for at least six years from the date of the last entry therein. 

(10) The council of the Law Society may require any solicitor to produce his books of 
account, bank statements, vouchers, etc., for the inspection of any person appointed by 
the council with a view to such person making a report to the council on the results of 
such inspection. 

Every solicitor in practice must deliver to the Law Society every year a certificate, signed 
by a qualified accountant, stating that the rules have been complied with. The issue to the 
solicitor of his practising certificate for the ensuing year is dependent upon the delivery of 
this accountant’s certificate. 

Columns for client’s money and office money should be provided, not only in the cash 
book but also in each personal account in the client’s ledger. The following entries should 
be made: 

(1) On receipt of money from or on behalf of a client (other than money referred to in 
paragraph (7) above) debit ‘client’ column in cash book and credit ‘client’ column in 
personal account. 

(2) On payment of money to or on behalf of a client for whom at least an equivalent 
amount of money is held, credit ‘client’ column in cash book and debit ‘client’ column 
in personal account. 

(3) If money is paid away to or on behalf of a client in excess of the amount standing to 
his credit in a ‘client’ account, credit ‘office’ column in cash book and debit ‘office’ 
column in personal account. 

(4) When a bill of costs is rendered to a client, debit ‘office’ column in personal account 
and credit Costs Account in impersonal ledger. (This would be done in total from the 
costs book.) 

(5) When a transfer of cash is made from a client bank account to office hank account in 
payment of a bill of costs rendered to a client or other amount due to the solicitor by 
the client, debit ‘office’ column and credit ‘client’ column in cash book. 

If the solicitor’s transactions are recorded in the above manner, the balance on the client 
bank account at any time should be equal to the total of the balances of the ‘client’ columns 
in the personal accounts in the client’s ledger. At no time can there be a debit balance on 
the ‘client’ columns in a personal account, since no amount must be paid out of the client 
bank account to or on behalf of a client in excess of the amount standing to his credit in the 
client bank account. 

IDiistratioii 

A B & Co. keep all moneys of clients in a separate banking account used exclusively for 
the purpose. At the end of each month they make any necessary transfer from ‘dient 
account’ to *ofi^ account.’ 
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On 1st July, the balance at bank on ‘Office Account’ was £750, and the balance at 
bank on ‘Client Account’ was £1,0SS, made up of the following credit balances, viz.: 

£ s. d. 

D & Co. 5000 

X Trust . 115 0 0 

Z & Co. 350 0 0 

J & Co., Ltd. 540 0 0 


£1,055 0 0 


The receipts and payments for the month of July were as follows, all receipts being 
banked at once: 

July 2 Received from C & Co., clients, £105 for costs as rendered. 

9 Paid £5 10s. for insurance premium for D & Co. 

9 Paid £9 for repairs to premises rented by E & Co. under X Trust. 

15 Paid £9 for advertisements re J & Co. Ltd. 

15 Authorised to draw £35 on account of costs re X trust. 

15 Authorised to draw £120 on account of costs re J. & Co. Ltd. 

16 Received from E & Co., £44 15s. rent under X Trust. 

17 Cashed cheque for £10 for K from petty cash. 

18 Received from F. & Co., £100 in advance on account of professional services 

to be rendered. 

18 At the request of G. & Co., paid £1 registration fees. 

19 Received £99 debt collected for H & Co. 

20 Paid H & Co. £84, being amount recovered, less costs as agreed. 

21 Received £45 from T & Co., being debt due to J & Co. Ltd. 

23 Received from D & Co. cheque for £34. 5. 0. being balance of costs as ren* 
dered (£78 15s,), plus out-of-pockets. 

31 Agreed costs with F & Co., at £120 and received their cheque for balance, of £20. 
31 Paid salaries, £240, and drew petty cash, £20. 

You are required: 

(a) To write up the Cash Book and the Clients’ Ledger Accounts. 
lb) To draw a cheque on ‘Client Account* for the amount due to ‘Office Account’ 
on 31st July; and 

(c) To bring down the balances in the Cash Book, showing the agreement of the 
‘Client Account’ bank balance with the credit balances on the Clients’ Ledger. 



1 

1 

Client 

Office 

1 

£ s. d. 

£ s. d. 

O & Co. Insurance j 



Premium 

S 10 0 


X Trust - Repairs to 



Premises rented by 



ERCo. 

9 0 0 


J aCo.,Ltd.- 



Advertisments 

9 0 0 


O a Co. - registration 



fees paid 


1 0 0 

H A M. -> IMt re* 



covered, less costs .. 

84 0 0 


Saiaries 


240 0 0 

Petty Cash 


20 0 0 

Office Account 

314 10 0 


Balance e/d. .. 

1 

921 IS 0 ! 

972 IS 0 


£1.343 IS 0 

£1.233 IS 0 
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9 CMh Insurance 

Piemium 

23 Cotta . 

31 Office Account ... 


Client 
£ t. d. 


S 10 0 

78 IS 0 

44 10 0 

£50 0 0 £78 13 0 


CLIENTS LEDGER 
D & CO. 


Office 
£ a. d. 




Client 
£ a. d. 

Office 
£ a. d. 

1 

23 

31 

Balance b/f. 

Cash. 

Client account 

50 0 0 

34 5 0 
44 10 0 



£30 0 0 

£78 13 0 






X TRUST 


9 Cash - Repairs to 
premises rented by 

E * Co. 

1S Costs . 

31 Office account 
Balance c/d. 


1 Client I Office 

: £ s. d. I £ s. d. 

I July 1 

.. 16 

9 0 0' 

35 0 0 

; 35 0 0 .. 16 

' 115 15 0 

' £159 IS 0 £35 0 0 


Balance b/f.. 

Cash - Rent from 
E & Co. 

Client account 


Client Office 

£ a. d. £ s. d. 

US 0 0 

44 IS 0 

35 0 0 
£139 15 0 £35 0 0 


jj Aug 1 

Z & CO. 


Balance b/d. ... 


115 IS 0 


Client Office 

£ s. d. £ s. d, I 


July 1 I Balance b/f. ... 


I Qient Office 

£ s. d. £ s. d. 

: 350 0 0 





J & CO. 

LTD. 



1 

Client 

Ofiice 





£ s. d. 

£ s. d. 



IS 

Cash - Advertise- 



July 1 

Balance b/f.. 


ments. 

9 0 0 


.. 21 

Cash - Debt collect- 


Costs . 


€ 

o 

o 


edfromT&Co. ... 

31 

Office account 

120 0 0 

' 

.. 31 

Client account 


Balance c/d. 

436 0 0 






£585 0 0 

£120 0 0 




j 

i 


Aug 1 

Balance b/d. 




C & CO. LTD. 


i 


Qient 

Office 





£ s. d. 

£ s. d. 



1 

Balance b/d. 


103 0 0 

July 1 

1 Cash. 

1 

1 


July 31 Costs 

I Office account 


Client I Office 
£ s. d. I £ s. d. 
540 0 0 

45 0 0 

120 0 0 
£585 0 0 £120 0 0 
456 0 0 ! 


Client Office 
£ s. d. I £ s. d. 

105 0 0 


F & CO. LTD. 

Client Office I 

£ s. d. £ s. d. 

120 0 0 July 18 j 

100 0 0 ! 

.. 31, 

;_I I 

; £100 0 0 £120 0 0 ! 


Cash on Account of 
future services 
Client account 
Cash. 


Client ' Office 
£ s. d. ; £ s. d. 


100 0 0 

too 0 0 

20 0 0 

£100 0 0 £120 0 0 


July 19 Cash - Registra- 
tion Fees 


G & CO. 
1 0 0 !| 
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July 20 
31 


Cotta . 

Cuh . 

Ofilce account 
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_ H. & CO. 

' aiem Office jl 

i £ s. d. , £ a. d. , ; 

. IS 0 0 July 19 ; Caah - debt collected 

MOO' ..31 Cliem account 

15 0 0 i I I 

£99 0 0 j £13 0 0 I 
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' CUent 

OfRo0 

£ a, d. 

£ a. d. 

; 99 0 0 

1 

IS 0 0 

! £99 0 0 

CIS 0 0 

i 

: _ 


Agreement: Balances on Clients’ Accounts: 

£ 

s. 

d. 

X Trust . 

115 

15 

0 

Z & Co. . 

350 

0 

0 

J & Co. Ltd. 

456 

0 

0 


£921 

15 

0 

Dr. Balance, G & Co. out of pockets . 

£1 

0 

0 

Amount transferred: 

£ 

s. 

d. 

Advance Costs, F & Co. 

100 

0 

0 

„ „ D & Co. 

44 

10 

0 

Costs, H & Co. . 

15 

0 

0 

„ X Trust . 

35 

0 

0 

„ J & Co. Ltd. 

120 

0 

0 


£314 

10 

0 


Note. The out-of-pocket expenses for G & Co. must not be taken to reduce the credit balance held on 
behalf of clients, no money having been received from that firm. 


(b) Treatment of Disbursements on behalf of Clients 

Disbursements made on behalf of clients may be (a) charged direct to the accounts of 
the clients concerned or (b) debited to a Clients’ Disbursements Account, pending the 
rendering of a bill of costs. Whichever method is adopted, the Bills Rendered Book 
should record the following details in columnar form: 

(i) Costs chargeable. 

(ii) Disbursements on behalf of clients. 

(iii) Total. 

If method (a) is adopted Clients Accounts will already have been debited with (ii), 
and will now be debited with (i) only. The total of column (i) will be credited to Costs 
Account, the entries in column (ii) being regarded merely as memoranda. 

When method (b) is adopted items in both columns (i) and (ii) will be debited to 
the clients’ accounts. The total of column (ii) will be credited to Clients’ Disburse¬ 
ments Account, the balance on which will be the amount of debtors for disburse¬ 
ments not yet charged up. At the end of each accounting period the balance on Oients’ 
Disbursements Account should be analysed to ensure that no irrecoverable items 
are included therein. 
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It is sometimes the practice to credit the total amount of the accounts rendered to 
clients (i.e. the total of column (iii)) to the Costs Account. In these circumstances the 
disbursements made on behalf of clients must be debited to the Costs Account so 
that credit will only be taken for the profit costs earned. When this system is adopted, 
the Costs Account must also be credited with the amount of disbursements not yet 
charged up, this amount being carried forward to the debit of the succeeding period. 
The Costs Account would then appear as under: 


COSTS ACCOUNT 




£ 



£ 

Jan 1 

Diibunementi on behalf of 


Jan/Dec. 

Bills Rendered . 

7,896 


clienu b/f. 

362 

Dee. 31 

Disbursements not yet 


Jan/Dcc. 

Oiibutaements during year 

1,342 


charged out e/d. 

191 

Dac. 3t 

Profit and Lon Account: 




costi transferred. 

6,384 






£8.088 



£8.088 

Jan. 1 

Balance b/d. . 

192 




-- 


-. 

..._ 


--- - 


(c) Ontstanffing Costs at the Balance Sheet Ihite 

At the end of each accounting period there will usually be a certain amount of 
uncompleted work in hand for which bills have not been rendered to clients. 

Before arriving at the profit or loss for the period under review, the value of this 
outstanding work should be taken into account, as the period in whidh work has 
been done should get the benefit of the proportionate part of the costs or at least 
receive credit for the cost of the work performed. It is unwise, however, to debit the 
clients’ accounts until bills have been rendered, as this may very easily lead to con¬ 
fusion and difficulties. 

The value placed upon the uncompleted work should be debited to Work in Pro¬ 
gress Account and credited as such to the Profit and Loss Account or to the Costs 
Account. In estimating the value of outstanding work, full allowance should be made 
for contingencies and possible reductions in charges. 

If a special account for work in progress is not opened the amount thereof will be 
carried down as a debit balance on the Costs Account. This item will be shown in the 
Balance Sheet as an asset, under the heading of ‘Uncompleted Work’, or ‘Work in 
Progress’, any cash received on account thereof being shown as a deduction. 

Dlnstration 

F. Adams started in practice as a professional accountant on the 1st July. He decides to 
prepare accounts half-yearly, on the 30th June and 31st December, in each year. 

The net fees for the first two half-years ended 3l8t December, and 30th June, amounted 
to £487 and £621 respectively, and the uncompleted work was estimated at 31st December, 
to be worth £126, and at 3(Hh June, £233. 

Show the Fees Account for the two periods, bringing down as a debit balance on the 
account the amount of uncompleted work at the end of each period. 
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Dec. 31 I Profit and Lou Account 


3an. 1 Balance b/d. 

June 30 Profit and Lou Account 


July 


Balance b/d. ... 


FEES ACCOUNT 


li 

£ ' 

613 !' Dec. 31 

_il •• 

£613 '\ 


126 , June 30 

728 .1 .. 

_I 

£834 

233 'I 


Sundriu 

Work In progteu c/d. 


Sundries . 

Work in progress c/d. 


£ 

487 

126 


621 


£834 


(d) The ssceitaiiunent of ivoflt on a cash basis 

In some instances, professional men prefer to prepare their accounts on a cash 
receipts basis, i.e., to ignore fees earned but not yet received in cash, whether an 
account has been rendered therefor or not. This is the normal accounting practice of 
barristers owing to their inability to sue for their fees. In the case of professional 
firms, however, it is essential that accounts be prepared first on a normal basis in 
order that the true results of the year’s working shall be known, adjustments being 
made subsequently to provide against fees not yet received in cash. 

A Profit and Loss Account or Income and Expenditure Account will therefore be 
prepared in the usual manner, and the balance shown thereby transferred to a 
Receipts and Expenditure Account through which the necessary adjustments will 
be made. 

In the latter account a provision will be made of a sum equal to the whole amount 
of the debtors for fees (debtors for disbursements must not be included in this pro¬ 
vision as the intention is not to regard the debtors as bad, but merely to ignore all 
fees until received in cash). A further provision will be created in respect of the value 
placed upon uncompleted work, or work in progress. By debiting these two provisions 
to the Receipts and Expenditure Account the income included in the Income and 
Expenditure Account which has not yet been received in cash is deleted. The provision 
created at the close of the preceding year will be credited to the Receipts and Expendi¬ 
ture Account. Alternatively, only the net increase or decrease required in the pro¬ 
vision, calculated by reference to the increase or decrease in debtors and uncompleted 
work during the year, may be adjusted through the account. 

Dlostration 

A, B and C are in partnership as solicitors, sharing profits as 3 :2 :1. The following Trial 
B^ance is extracted from their books at 31st December, 19.... Prepare accounts for the year 
ended 31st December, 19..., together with Balance Sheet as at the latter date. The uncom¬ 
pleted work at 31st December, 19..., was valued at £1,539. Debts amounting to £356 are 
to be written off as bad. 

Profits are to be divided between the partners on a cash basis, each partno* bring entitled 
to interest at 5 per cent, per annum on his capital. 
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Capital Accounts: 

A 

B . 

C . 

Current Accounts - Drawings: 

A . 

B . 

C . 

EMsbursements on behalf of clients 

(Balance not yet charged to clients.) 

Salanes . 

Rent and Rates 
Printing and Stationery 
Postages, Telephones, etc 
Costs charged to clients 
Work in Progress, 1st January 19 .. 

Work in Progress Provision, 1st January 19. 
Clients for moneys held on their behalf ... 

Sundry Creditors . 

Debtors Provision, 1st January 19. 

Debtors (include £I,4(X) for disbursements) 
Sundry Office Expenses 
Furniture, Fittings and Library 
Cash at Bank: 

Clients’ Account 
Own Account 

Petty Cash ... 





... 1 830 




356 




... 1 184 




j 1.295 


2,(X)0 

4,283 


1,360 

1,420 

650 

1,329 


5,926 

1,232 

2,800 


6,283 

100 


£25,838 
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3,000 

4,000 

2,000 


9,483 

1,296 

2,000 

492 

3,567 


£25,838 


INCOME AND EXPENDITURE ACCOUNT 


Year ended 31st December, 19. 


Work in Progress. 1st January 19 

£ 

1,296 

Rent and Rates . 

850 

Salaries . 

1.852 

Printing and Stationery . 

356 

Postages, Telephones, etc. 

184 

Sundry Office Expenses . 

1,232 ! 

Bad Debts . 

356 1 

Balance, being excess of income over 


expenditure for the year, c/d. 

4.896 


£11.022 


Costs charged to clients. 

Work in Progress 31st December 19 


£ 

9,483 

1,539 


I 


£ 11,022 


RECEIPTS AND EXPENDITURE ACCOUNT 



Year ended 31st December, 19.. 




£ 


£ 

Work in Progress Provision - 31st 

Dec., 


Balance from Income and Expenditure 

4,896 

19 . 


1,539 

Account . 

Debtors Provision - 31st December. 

19 

4,170 

Work in Progress Provision - Ist Jan- 

1,296 

Balance, being ‘cash’ proflt c/d. ... 


4,050 

uary, 19 . 


Debtors Provision - 1st January, 19 

3,567 



£9,759 


£9,759 

Interest on Capital: 



Balance b/d. . 

4,050 

A . 

£150 



B . 

200 




C . 

100 

430 







Balance: 





A one-half . 

£1.800 




B one-third . 

1,200 




C one-sixth . 

600 

3,600 









£4,030 


£4,030 
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A, B AND C. 

BALANC E SHEET as at 31st December, 19.. 


Capital Accounta; 

A . 

£ 1 
3,000 ' 

£ 

, Furniture, Finings and Library 

£ 

B . 

4,000 : 


i Sundry Debtors for Fees 

4.170 

C . 

CuncBt Accounts: 

2,000 

9,000 

Less Provision. 

1 

4,170 

A—Interest on Capital 
Share of Profit ... 

ISO 1 
1,800 ' 


; Debtors for Dbbunenients 



£ 

2.800 


2,729 


/.m Drawings ... 

B—Inteiest on Capital 
Share of Profit ... 


Less Drawings ... 

Balance to contra 

C—Interest on Capital 
Share of Profit ... 

Len Drawings ... 


Sundry Cieditors: 
General 


1,950 

1,560 


200 
1,200 I 


1,400 . 
1,420 I 


£20 


100 

600 


700 

650 


492 


390 


50 


Work in Progress . 

Less Provision. 

Cash at Bank: 

Own Account .. 

Clients’ Account 

Petty Cash in hand. 

Cuirent Account B—per contra 


1.539 

1.539 ; 


4,283 : 

2,000 . 


6,283 

100 

20 


Clients for monies held on 
their behalf. 

2,000 

2,492 

1 



£11.932 

£11,932 


§ 14. Insurance Companies* Accounts 

A contract of insurance is one under which, in consideration of one or more 
payments, called “premiums” made by the insured person to the insurer (usually a 
company or a Lloyd’s underwriter) the insurer imdertakes to pay to the insured a 
determinable sum of money on the happening of a specified event. This event may 
be one which is certain to happen (e.g, the death of a person or the expiration of a 
specified number of years), or one which is not bound to occur, but which, if it does, 
Avill result in a loss or liability being suffered by the insured. The former type of 
insurance is frequently termed “assurance”; the latter is a contract of indemnity, 
i.e.., one under which the insured is indemnified against loss should the specified 
event occur. In practice the terms “insurance” and “assurance” are often used 
indiscriminately to designate both types of contract. 

Insurance companies may be either “proprietary” or “mutual” companies. A 
proprietary company is one which has a share capital, and whose profits are applied, 
at least in pan, in the payment of dividends to its shareholders. A mutual company 
has no share capital and its profits belong wholly to the policyholders. In its early 
days it probably has to be financed by loans. Until an adequate insurance fund has 
been built up part of the liability under policies will be re-insured with other companies. 

In relation to fire insurance, certain companies are members of the Tariff Asso¬ 
ciation which fixes the rates of premium for different types of risk and a general 
minimum rate below which members of the association agree not to accept business. 
Such companies are known as tariff offices; companies which are not members of the 
association are known as non-tariff offices. 

Under Section 4 of the Insurance Companies Act, 1958, every insurance company 
to which the Act applira shall, at the expiration of each financial year, prepare in the 
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prescribed form, a revenue account, a balance sheet, and, except where only one class 
of business is carried on, a profit and loss account. The Act applies to companies 
carrying on the following classes of business: life assurance, industrial assurance, fire 
insurance, accident insurance, bond investment, motor vehicle insurance and marine, 
aviation and transit insurance business. 

‘Industrial insurance business’ is that under which policies are issued for small sums 
(e.g., to cover funeral expenses), and on which the premiums are usually paid by 
weekly instalments. Such policies may be taken out by parents on the lives of their 
children, and the sums assured are limited by the Industrial Assurance Act, 1923. 

‘Bond investment business’ is defined in the Insurance Companies Act, 1958, as 
the business of issuing bonds or endowment certificates by which the company, in 
return for subscriptions payable at periodic intervals of less than six months, con¬ 
tracts to pay the bond holder a sum at some future date, not being life assurance 
business, industrial assurance business, or sinking fund or capital redemption in¬ 
surance business. 

‘Employers liability insurance business’ means the issue of or the undertaking of 
liability under policies insuring employers against liability to pay compensation or 
damages to workmen in their employment, but does not include any business carried 
on as incidental only to marine, aviation and transit insurance business. 

The titles of the remaining classes of insurance are self-explanatory. 

The following are the forms of Account prescribed: 

FORM APPLICABLE TO LIFE ASSURANCE BUSINESS 
Revenue Account of the for the Year ended 19 


IN respect of Life Assurance Business. 


— 

Busineea 
within the 
United 
Kingdom 

Buuneet 
out of the 
United 
Kingdom 

Total 

— 

Business 
within the 
United 
Kingdom 

Business 
out of the 
United 
Kingdom 

Total 

Amount of Lift Aaaurance Fund 
at the beginning of the year... 

Premiuma . 

Conaideration for Annuities 
granted. 

£ a. d. 

Interest, Dividends and 

Ranta. 

Vest Income Tax thereon 

£ 1. da 

£ IS, d. 

£ a. d. 


Qaims under Policies paid 
and outstanding :— 

By Death. 

By Maturity . 

Surrenders, including Sur¬ 
renders of Bonuses. 

Annuitiea . 

Bonuses in Cash . 

Bonuses in Reduction of 

Premium, . 

Commiaaiott . 

Expenaea of Management ... 
Other pB^'ments (accounts to 

£ a. d. 

£ a. d. 

£ a. d. 

Other Receipts (accounta to be 
■pecifled) . 





be apecified) . 

Amount of Life Aaaurance 
Fund at end of the Year, 
aa per Third Schedule 




£ 





£ 





Note 1.—Companies having leparate accounta for Annuities to return the particulars of their Annuity buiinen in a teparate atatement 

Non 2.—Cbmpaniea having both Ordinary and Induatrial branchea to return the particulan of the buaineaa in each department 
aeparaiely. 

Non 3.—Itema in this Account to be net amounta after deduction of the amounta paid and received in reapect of renuaurancea of 
the Companiea' riaka. 

Noth 4 .— If any aum haa been deducted ftom the Expenaea of Management Account, and taken credit for fat the Balance Sheet aa 
an aaaet, the aum ao deducted to be aeparateiy ahown in the above Account. 

Non S.—Paiticulara of the new Life Aaauranoea effected during the year of account to be appended to the above Account, ahowitig 
aeparateiy, aa reapecta buaineaa within and buaineaa out of the United Kingdom, the number of Policiea, the total aoma 
aaaured, the amount received by way of aingle piemiuma, and the amount of the yearly renewal premium income, the 
itema to be net amounta after deduction of the amounta and received in reapect of re-aaauraaoea of the Company’a 
riaka. The particulara aa to yearly renewal premium income need not be fundahed in reapect of Inductrlal builneea. 

Non 6.—The columna headed 'Buaineaa out of the United Kingdom’ in the caae of Companiee having their Head Office in the 
Untied Kingdom, apply only to bunneea aecured through Brandi Offloea or Agmciea out of the United Kingdom. 
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FORM APPLICABLE TO FIRE INSURANCE BUSINESS. 

Revenue Account ok the for ihe Year ended 19 , 

IN respect of Fire Insurance Business. 


1 Amount of Fin Insurance Fund at the' 

beginnimtoftbeyear: .. 

; I 

1 Reserves for Unexplred risks. 

I 

j Additional Reserve (if any) . 


Premiums. 

Interest. Dividends, and Rents . 

Lets Income Tax thereon . 

Other Receipts (accounts to be specified) 


Claims under Policies and outstanding. 

Commission . 

Expenses of Management . .. ; 

Contributions to Fire Brigades.j 

! I 

I 

, Other Payments (accounts to be specified) j 

£ a, d.j 

Amount of Fire Insurance Fund at ' 
the end of the year as per Third . ' 

' Schedule: i I 

Reserve for Unexpired risks , 
being per cent, of I 

j Additional Reserve (if any) ... | I 



Note 1, —Items in this Account to be the net amounts after deduction of the amounts paid and received in respect of re>inauranoes 
of the Company's risks. 

Noit 2.—If any sum has been deducted From the Expenses of Management Account, and taken credit for in the Balance Sheet 
as an asset, the sum so deducted to be separat^y shown in the above Account. 


FORM APPLICABLE TO ACCIDENT INSURANCE BUSINESS. 

Revenue Account of the for the Year ended 19 , 

IN RESPECT OF ACCIDENT INSURANCE BUSINESS 


Amount of Accident Insurance Fund 
at the beginning of the year: 

Reserve for Unexpired Risks. 


£ s. d.l £ s. d. 


Total estimated liability in respect 
of outstanding claims . 

Additional Reserve (if any) . 


Premiums . 

Interest, Dividends and Renta 
Less Income Tax thereon... 


I ‘ ' 

. |£ s. d. 

Payment under Policies, including medical . 
and legal expenses in connection therewith > 

I Commission .' 

I Expenses of Management .| 

I Other Payments (accounts to be specified) 

: ; £ s. d. 

! Amount of Accident Insurance Fond i 

{ at the end of the year as per Third 
Schedule: 

I Reserve for Unexpired Risks i 

I being per cent, of i 

Premium Income for the year 
' Total estimated liability in 

respect of outstanding claims I 

as per Fourth Schedule (O | 


Additional Reserve (if any) ... 


Other Receipts (accounts to be specified) 




Nora 1.—-Items in this Account to be the net amounts after deduction of the amounts paid and received in respect of re-insuranoes 
of the Company’s risks. 

Non 2.—If any sum has been deducted flrom the Expenses of Management Account, and taken credit for in the Balance Sheet as 
an asset, the sum so deducted to be separatdy shown in the above Account. 
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FORM APPLICABLE TO EMPLOYERS’ LIABILITY INSURANCE BUSINESS. 
Revenue Account of the for the Year ended 19 , 

IN RESPECT of EMPLOYERS’ LIABILITY INSURANCE BUSINESS TRANSACTED WITHIN THE UNITED KINGDOM 


Amount of Employer's Liability In- 
j surance Fund at the beginning of 

1 the year: 

1 Reserve for Unexpited risks. 

£ s. d. 

£ s. d. 


Payment under Policiei, including medical 
and legal expenaes in connection thmwith . . 

Commission . 

Expenses of Management . 

Other Payments (accounts to be specifted) 

£s. d. 

' Total Estimated Liability in respect of 

1 Outstanding Claims. 

1 Additional Reserve (if any) . 

1 

! 


Amount of Employers' Liability 
Insurance Fund at the end of the j 
year, as per Third Schedule; 

Reserve for (Jnexpiied Risks, 
being per cent, of 

Premium Income for the 

£ s. d. 


1 

, Premiums . 






I 

£ s. d. 



year 



j Interest, Dividends, and Rents . 

Less Income Tax thereon . 



Total Estimated Liability in 
respect of Outstanding Oaims, 
os per Fourth Schedule (D) 



Other Receipts (accounts to be specified) 




Additional Reserve (if any) 










£ 




£ 



Notb I.—4temi In thii Account to be the net amounts after deduction of the amounts paid and received in respect of re-insurances 
of the Company’s risks. 

Nora 2.—^If any sum has been deducted from the Expenses of Management Account, and taken credit for in the Balance Sheet as 
an asset, the sum so deducted to be separately shown in the above Account. 


FORM APPLICABLE TO BOND INVESTMENT BUSINESS 


Revenue Account of the 

IN respect of Bond Investment and 


Amount of Bond Investment 

and 

£ a. d. 

Endowment Certificate Fund at 
beginning of the year; 



Additional Reserve (if any) 



Premiums . 



Interest, Dividends, and Rents ... 

... 

£s. d. 

Lns Income Tax thereon 



Other Receipts (accounts to be specified) 

■ 

£ 


FOR THE Year ended 
Endowment Certificate Business 


Claims under Bonds and Certificates, paid 
and outstanding . 

Commission . 

Expenses of Management . 

Other Payments (accounts to be specified) 

£ ! 

Amount of Bond Investment and | 
Endowment Certificate Fund at | 
the end of the year as per Third j 
Schedule .i 

Additional Reserves (if any). 


19 


l£s. d. 


d. 


£ 


Note 1. —^Items in this Account to be the net amounts after deduction of the amounts paid and received in respect of re-insurances 
of the Company’s risks. 

Non 2.—4f any sum has been deducted from the Expenses of Management Account, and taken credit for in the Balance Sheet as 
an asset, die sum so deducted to be separately shown in the above Account. 


FORM APPLICABLE TO MOTOR VEfflCLE INSURANCE BUSINESS 

Revenue Account of the for the Year ending 

IN respect of Motor Vehicle Insurance Business 


19 


Amount of motor vehicle insurance ftind 
at the beginning of the year; 

£ s. d. 

£ $. d. 1 

Reserve for unexpired risks 

Additional reserve (if any).. 



Premiums .. 


1 

j 

Interest, dividends, and rents 

£ s. d. 

1 

; 

Less income tax thereon .. 


: 

Other receipts (accounts to be specified) 





£ 




Claims under policies paid and outstanding 
Commission 

Expenses of management 

Other payments (accounts to be specified) 


£s.d. 


Amount of motor vehicle insurance (kind 
at the end of the year as per Third 
Schedule: 

Reserve for unexpired risks being 
per cent, of premium in¬ 
come for the year 
Additional reserve (if any) 


£ s. d. 


I 


Non 1.—Items in this Account to be the net amounts after deduction of the amounts paid and received in respect of le-insutaneea 
of the Company’s risks. 

Non 2,—If any sum has been deducted from the Expenaes of manaBsment account, and token credit for in the Balance Sheet at an 
asset, the sum so deducted to be separately shown in the above Account. 
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SECOND SCHEDULE 


Profit and Loss Account of the 



FOR THE Year ended 

19 . 

Balmce of laet year’s Account. 

Interest md Dividends not carried to 

other Accounts. 

Las Income Tax thereon . 

• •• 

£ s. d. 

£ s. d. 

Dividends md Bonuses to Shareholders 

Expenses not charged to other Accounts 

Loss realised (accounts to be spedfied) 

Other paymentsjaccounts to be specified) 

Balance as per Third Schedule. 

£ a. d. 

Profit realised (accounts to be specified) 

Other Receipu (accounts to be specified) 

... 




"£ 


£ 



Balance Sheet of the 


THIRD SCHEDULE 

ON THE 


19 


LlABO-mRS. 

Shareholdert'Oipiul paid up (if my) ... £ 

Life AMunince Fund*: 

Ordinary Branch . 

Induatrial do. . 

Annuity Fund* . 

Flra Insurance Fund. 

Accident Insurance Fund. 

Empkmr’s Liability Insurmce Fund . 

Bond Investment md Endowment Certificate 

Fund. 

Marine Insurance Fund . 

Sinking Fund and Capital Redemption Fund 

Profit md Loss Account . 

Other Funds (if my) to be spedfied . 


£ 


Claims admitted or intimated but not paidt 

Life Assurance . 

Fire Insurance . 

Bond Investment . 


Annuities due and unpaidt . 

Other sums owing by the Companyt (to be stated separa¬ 
tely under each class of business) . 


£s. d. 


Assets. 

Mortgages on Property within the United Kingdom 
Do. do. out of the United Kingdom 
Loans on Parochial md other Public Rates 

Do. Life Interests . 

Do. Reversions . 

Do. Stocks md Shares . 

Do. Compmy’s Policies within their Surren¬ 
der values . 

Do. Personal Security . 

Investments: 

Deposit with the High Court (Securities to be 

specified) . 

British Government Securities . 

Municipal and County Securities, United 

Kingdom . 

Indian md Colonial Government Securities ... 

Do. Provincial Securities. 

Do. Municipal do. . 

Foreign Government Securities . 

Do. Provincial Securities . 

Do. Municipai do. 

Railway md other Debentures and Debenture 

Stocks—Home and Foreign . 

Railway md other Preference md Guaranteed 
Stocks. 

Do. Ordinary Stocks... 

Rent Charges . 

Freehold Ground Rents 
Leasehold do. 

House Property 
Life Interests 
Reversions 
Agents' Balances 
i Outstmding Premiumst 

Do. Interest, Dividends, md Rentst 

I Interest accrued but not payablet. 

Bills Receivable . 

Cash: 

On Deposit . 

In Hmd md on Current Account ... 

Other Assets (to be specified) . 


|£s. d. 


I 


£ 


*Life Compmies having separate mnuity fund to show amount thereof separately. 

t-Tbese iteitu are or have been included in the conesponding items in the First Schedule. 

Non 1.—When part of the assets of the Conmmy are specifically deposited, under locnl taws in variousi places out of the United 
Kingdom, as security to holders of Policies there issued, each such place and the amount compulsorily lodged ther^ 
must be specified in respect of each dass of business, except that, in the case of Fire, Accident, or Employers’ Liability 
Insurance Business, it shall be suflScient to state the fact that a part of the assets has been so deposited. 

Non 2,—A Balmce Sheet in the above Form must be rendered in respect of each separate Fund for which separate Investments 
are made. 

Non 3.—The Balance Sheet must stale how the values of the Stock Excbmge securities are arrived at, and a Ortifleate must be 
appended, aimed by the same persons as aim the Balmce Sheet, to the effect that in their belief the assets set forth in 
the BalanM Sheet ate in the aggregate fully of the value stated therein, less my Investment Reserve Fund taken into 
account. In the case of a Compmy transacting Life Assurmce business or Bond Investment business, this Certificate la 
to be given on the occasions only when a statement respecting valuation under the Fourth Schedule is made. 

Note 4. —In the ease of a Company required to keep separate funds under section 3 of this Ao, a certifleate must be appended 
sig^ by the same persons u signed the Balance Sheet, and by the Auditor, to the effect that no pan of my such Bind 
has been applied, directly or indirectly, for any purpose other thm the class of business to which it u applicable. 


The Act provides that the fund of any particular class of business shall be as 
absolutely the security of the policy holders of that class as thou^ it belonged to a 
company carrying on no other business than insurance business of that class, and shall 
not be applied directly or indirectly for any purposes other than those of the class of 
business to whidi the fund is applicable. 
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Where, however, an insurance company carries on, together with other business, an 
insurance business of only one of the classes to which the Act applies, or carries on, 
with or without other business, insurance business of two or more of the said classes, 
the receipts of that class of business, or of each of those classes of business, as the 
case may be, must be entered in a separate account and must be carried to and form 
a separate insurance fund with an appropriate name. 

Life Assurance 

From observation of groups of persons over long periods, statistics have been 
prepared showing the average expectation of life of members of each of such groups. 
With this knowledge, it is possible to calculate what sum of money must be invested 
in each year to accumulate at compound interest (/.c, by investing each year’s interest 
with that year’s contribution to the fund), to any stated amount on the average date 
when a member of the group would die. The share of each member of the group in 
this annual sum can obviously be computed by simple division. If, therefore, the 
group were “assured” for a given amount to be paid to each member on the date of 
his death, and the contributions payable by each member were invested, year by year, 
at compound interest, the required sum would become available. Some membere 
would die before the average date and contribute less than their share; others would 
outlive the average date and the excess contributions of the latter would compensate 
for the deficiency of the former. The amount payable by each individual for the 
insurance alone, without respect to expenses and profit, is known as “pure premium.” 
To this there must be added a “loading” to cover {a) the expenses of running the 
business, including risks incidental thereto, and (b) profit. 

When a person desires to insure his life, the insurers require him to complete a 
proposal form, showing details of his age, health, family history as regards age of 
death, serious ailments, etc., from which they can place him in his appropriate group 
and compute the premium payable for the sum for which he wishes to be assured. 
The insured person will pay this premium annually (or by instalments at more 
frequent intervals if so arranged), and on his death the company will pay the sum 
assured to his estate, on due proof of death and representation. 

From what has been said, it should be clear that the company must retain as a 
fund, invested at compound interest, the pure premium portion of each payment, 
in order to accumulate the sums necessary to meet their ultimate liability. The 
“loading,” however, can be used to meet expenses, pay dividends, create reserves, 
etc. It is also obvious that without an adequate number of assured persons in each 
group, the company will require considerable reserves to meet contingencies. 

Where the insured person desires to share in profits, he can take out a “with 
profits” assurance policy, in which case a further slight increase is made in the 
premium for the ri^t to participate in the profits of the business. The profits made 
by the company are then allocated partly to policy-holders and declared in the form 
of “bonuses,” which are normally “reversionary bonuses,” /.e., amounts added to 
the sums assured, to be paid as an addition to the moneys payable on death. Most 
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companies allow such bonuses to be surrendered for a present cash payment of their 
present worth, Le., the sum which, invested at the date of surrender at compound 
interest, would produce the amount of the reversionary bonus on the date of expected 
death. The cash value of the bonus, can, in such cases, be applied in part payment 
of the premium instead of being drawn in cash. 

Reversionary bonuses may be “simple,” i.e., always calculated on the original 
sum assured, or “compound,” i.e., calculated upon the sum assured, plus the aggre¬ 
gate of all previous bonuses. 

When a person dies, or a policy matures between valuation dates, an ‘interim 
bonus’ is usually added for the period since the last valuation, at a rate fixed at or 
slightly lower than the rate declared at that valuation. 

So far, only whole life assurance has been considered. A popular variation thereof 
is the endowment policy. A pure endowment policy is a simple investment, whereby 
the insured pays an annual premium for a fixed capital sum payable at the end of a 
stated period of years, the capital sum amounting to the total of his premiums, plus 
a small amount of interest. Here again, by paying an increased premium, he can 
share in profits. The most common type of endowment, however, combines a death 
benefit, the sum assured being payable at the end of the stated number of years or on 
earlier death. The premium is naturally higher to cover the risk of death. 

Pure endowments are commonly in the form of sinking fund or leasehold redemp¬ 
tion policies. Many variations of whole life and endowment policies are met with, but 
the fundamental principles in each case are the same. 

It is not necessary, in a general work on Book-keeping and Accounts, to describe 
in detail the system of book-keeping adopted by life assurance companies. This 
follows ordinary double entry rules, the premiums received on policies and income 
from invested funds being the main income, against which are charged claims paid 
and expenses incurred. Most of the subsidiary records are in columnar form. It is 
only in the final accounts that any real difficulty arises, firstly because in the form of 
Revenue Account prescribed by the Insurance Companies Act, 1958, income is 
debited and expenditure credited (whereas in other forms of Income and Expenditure 
Account income is credited and expenditure debited), and secondly because profits 
must be computed actuarially. 

It will be appreciated that as each assured person becomes older and pays more 
premiums, the amount that it is necessary for the company to retain in the assurance 
fund to meet the liability to the assured correspondingly increases. The fund retained 
to meet the aggregate liability on all policies outstanding is termed the ‘Life Assur¬ 
ance Fund,’ and until the proper amount thereof and the liability on outstanding 
policies has been computed, the amount of profit cannot be ascertained. 

Accordingly, Section 5 of the Insurance Companies Act, 1958, prescribes that every 
company which carries on life assurance business, industrial insurance business or 
bond investment business shall at least once in every five years cause an investiga¬ 
tion to be made into its financial condition, including a valuation of its liabilities by 



MISCELLANEOUS ACCOUNTS 


577 


§14] 

an actuary and shall cause an abstract of the actuary’s report to be made on the 
prescribed form. Many companies make the valuation more frequently, some every 
year. At the quinquennial (or more frequent) valuation, actuaries prepare a consoli¬ 
dated revenue account (in form similar to the annual one), for the peri<^ since the last 
valuation, and compute what sum it would be necessary to invest at compound 
interest to accumulate the sums insured by their due dates, i.e., the present worth of 
the sums assured (including reversionary bonuses). From this they d^uct the present 
worth of the pure premiums still remaining to be paid by the assured persons. The 
balance is the minimum amount that the company should have invested on account of 
the fund if it is to remain solvent. The rate of interest to be taken into account in 
valuations is always a conservative estimate of the yield expected from the investment 
of the funds, and varies from time to time. 

In the years between valuations, the excess of premiums and other income over 
claims and expenses is carried forward as an addition to the fund. Reference should 
here be made to the official form of Revenue Account reproduced on p. 570 from 
which it will be seen that the amount of the fund at the beginning of the period is the 
starting point of the account, and the amount of the fund at the end of the period the 
balance carried forward. 

From this point onwards all explanations are made on the basis of a quinquennia] 
valuation; if more frequent valuations are made, readers can readily supply for them¬ 
selves the differences which arise, the principles being unchanged. 

A Consolidated Revenue Account, covering the period from the last valuation, is 
prepared, summarising the items appearing in the intervening accounts, in the 
following form: 

Consolidated Revenue Account of the.for.years 

commencing.and ending. 


Amount of Life Assurance Fund at the beginning 

of the period . 

Premiums . 

Consideration for annuities granted . 

£ s. d. 

Claims under policies paid and outstanding 

£ s. d. 

By death . 

! By maturity . 

£ s.d. 

£ 8* Ua 

Interest dividends, and rents 

Less income tax thereon . 


: Surrenders . 

{ Annuities . 

1 Bonuses in cash . 

1 „ f, reduction of premiums . 

Expenses of management. 

Other payments (acGounu to be specified) 

: Amount of Life Assurance Fund at the end of 
the period, as per Third Schedule . 


Other receipts (accounts to be specified) . 



£ 


1 £ 

I 




j 



Note. If any sum has been deducted from the Expenses of Management Account and taken credit for in 
the Balance Sheet as an asset, the sum so deducted to be separately shown in the above Statement. 


The profit for the quinquennium is found by means of what is called in the In¬ 
surance Companies Act a ‘Valuation Balance Sheet*. This title is a misnomer; it is 
really a statement of affairs similar to that used in ascertaining profits from books 
kept by single entry. 
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The following is the prescribed form of Valuation Balance Sheet: 

Valuation Balance Sheet of as at 19 


£ 


Net Liability under Life Aiaurance 
and Annuity transactioiu (as per 
Sumina^ Statement provided in 

Fourth Schedule (A)). 

Surplus (if any) . 

£ 


Life Assurance and Annuity Funds 
(as per Balance Sheet under Sdiedule 3) 

Deficiency (If any) . 


The fund credited is that shown by the Consolidated Revenue Account, which is 
obviously the same as that in the annual Revenue Account prepared to the date of 
valuation. The estimated liability debited is the actuarial valuation of the amount 
necessary to meet all liabilities on policies outstanding, computed as already des¬ 
cribed. Obviously, if the actual fund exceeds the estimated liability, there is a surplus; 
if the reverse is die case there is a deficiency. The surplus, however, is not necessarily 
the true profit for the quinquennium, since it is not usual to distribute profits up to the 
hilt, and any profits brought forward from the previous period and not paid away in 
dividends or transferred to reserves will remain in the fund. The actual fund may and 
usually will therefore include undistributed surplus brought forward from the previous 
valuation. Moreover, there may have been bonuses paid away in cash or in reduction 
of premiums during the quinquennium, which have reduced the fund without reducing 
profits, and these must be added back. 

Accordingly, to ascertain the true profits, the actuary will prepare a statement 
in the following form: 

£ 

Surplus, per Valuation Balance Sheet .£ 

Add Interim bonuses paid .£ 


Total Surplus .•£ 

Deduct Balance brought forward from last quinquen¬ 
nium .£ 


Surplus earned.£ 


The allocation of the surplus then takes the following form: 

£ 

To the Proprietors . 

To the Policy Holders. 

To be allotted .£ 

Already paid as interim bonuses . 

Balance carried forward .£ 


Total Surplus.*£ 


Transfers to Reserve or Profit and Loss or Dividend Accounts are made from the 
Revenue Accotmt, thus reducing the fund. Reversionary bonuses, however, do not 


* Thaw two amounts obviously are the same. 
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appear in the Revenue Account, except as part of the fund; they go to increase the 
sums assured and will therefore be taken into account as pan of the sums assured at 
the next valuation. 

The other items appearing in the Revenue Account will now be briefly described. 

Consideration for Annuities Granted 

The capital sum required to produce a given income is more than the capital sum 
required to produce the same annual return if the capital itself is to be used up, 
e.g.t if a person requires £100 per annum from his capital for three years, he can 
obtain this by using the money himself in three ways: 

(1) By setting aside £300 capital, without investment, and using £100 each year. 

In this case he uses £300 capital, but has no capital left at the end of the period; 

(2) By investing £2,500 capital at 4%. In this case the capital remains intact. 

(3) By investing £277 10s. 2d. at 4%, realising each year a sufficient amount of the 

capital to make, with the interest received, £100 per annum, /.e.. 

Year 1 Interest £11 2s. Od. Capital Realised £88 18s. Od. Total £100. 

„ 2 Interest (on £188 12s. 2d.) £7 10s. lid. Capital realised £92 9s. Id. 
Total £100. 

„ 3 Interest (on £96 3s. Id.) £3 16s. lid. Capital realised £96 3s. Id. Total 

£ 100 . 

In this case the capital is used up over the period. 

(It would, of course, be necessary to invest more than the amount stated in (2) 
and (3), as income tax would be deducted from the interest. Tax has been ignored to 
exemplify the principle.) 

If, however, he approaches an assurance company, the company will be willing 
to take his capital and employ it according to the third method to pay him an 
annuity, not for a fixed period, but for life. The company has to consider the possi> 
bility of the annuitant outliving the period of their basic calculations and the possi¬ 
bility of his dying earlier. The “group” principle arises again in this case, and 
assurance companies can offer very attractive annuities, e.g., a man aged 60 who 
has £10,000 capital, and could invest it at 4% would receive an income of £400 per 
annum, but by purchasing an annuity would, by the loss of his capital, receive 
about £800 per annum. Where there are no dependants for whom provision must 
be made, this proposition has its attractions. 

The sums received by the assurance company for the purchase of annuities come 
under this heading in the Revenue Account, and the actual payments of annuities 
are shown as “annuities” on the other “side” of the account. Here it may be men¬ 
tioned that income tax is deducted from each payment of annuity, but where the 
annuitant is exempt from tax by reason of allowances or is chargeable at the reduced 
rate only, arrangements will usually be made for no tax, or only the reduced rate of 
tax to be deducted. In any event, since 5th April, 1956, income tax is only deductible 
(in the case of a purchased annuity), from a proportion thereof; the capital element 
contained in the paymMit is not subject to income tax. 
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In valuing annuity business, unlike life assurance, as the annuitant gets older, the 
liability of the company in respect of his annuity decreases, just as an annuity to a 
person produces a higher return for the same cost the older the annuitant is when 
it is purchased. 

Interest, Dividends and Rents 

The amounts to be included here are the income from the investments earmarked 
to the Life Assurance Fund only. Income from other investments must be carried 
to the Revenue Account(s) of the fund(s) to which they belong, or if they are not 
earmarked to any fund, to Profit and Loss Account. It should be noted that a com¬ 
pany carrying on life business only will not have a Profit and Loss Account at all; 
it is only where more than one class of business is carried on that this account is 
necessary. The interest, etc., must be stated gross (inset) and the income tax 
shown as a deduction. 

Claims 

The division into claims “by death” and “by maturity” indicates the distinction 
between claims arising as a result of death as distinct from those arising on the 
expiration of the agreed periods of endowment policies. 

Surrenders 

Sometimes, through force of circumstances, an assured person decides to dis¬ 
continue his contract, and arranges with the company to ‘surrender’ his policy. 
In such cases, the company will make a refund of a portion of the premiums paid, 
provided the policy has been in force for a minimum period, which varies with 
different types of policies. 

The surrender value on a life policy is always less than the total premiums paid, 
except in the case of a ‘with profits’ policy that has been in existence for a considerable 
time, and in respect of which the present worth of reversionary bonuses compensates 
for the other factors mentioned below. 

Bearing in mind the ‘group’ principle underlying assurance, it will be seen that 
where a policy-holder determines his contract, he disturbs the whole group. The 
company is entitled to take into account the potential benefit which would accrue 
from the possibility that the assured would have been one of those who outlived the 
average age, and to have regard to the fact that it has carried the risk of his death for 
the period that the policy has been in existence. Some deduction from the premiums 
paid is therefore proper on those grounds. Moreover, only the pure premium can be 
taken into account in arriving at the surrender value. The first premium is substantially 
absorbed by expenses, and the surrender value is usually fixed at a percentage of the 
premiums paid, excluding the first, with an addition for the present worth of bonuses. 

In the case of sinking fund and other pure endowment policies, the circumstances 
are different; the real effect of these is as if the company had borrowed money, and 
the policy-holder invested it, at interest. The surrender value is therefore based on 
the premiums plus a small rate of interest. 
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Bonuses 

These have already been explained. It should be noted that the only amounts 
appearing in the Revenue Account are the sums actually paid out in cash (or applied 
in reduction of premiums). 

Commission 

This item is self-explanatory; it is the amount paid to agents remunerated on a 
commission basis. 

Other Receipts 

Only income of the life business is to be included, c.g., fines for renewing lapsed 
policies (e.g., where the assured has not paid his premium within the fifteen days of 
grace customarily allowed, and has been ‘fined* a sum of money which is in reality 
interest for the period of the arrears). 

The notes to the Revenue Account reproduced on p. 570 should be observed. 

Note 1 is self-explanatory. Many companies keep a separate account of annuities 
and therefore have a separate Annuity Revenue Account. Some companies keep a 
separate account for Sinking Fund Insurance. 

Note 3. Where an assurance is made for a sum in excess of the company’s limit 
for any one policy, the excess will be ‘re-insured’ with other companies, or with 
re-insurance companies. Large insurances are commonly ‘spread’ in this way. 

Note 4 applies principally to the early years of a company’s existence, when part 
of the expenditure is capitalised on Development Account. It is prudent to write off 
such expenditure as soon as possible. 

Indemnity Insurance 

The principle of indemnity insurance is entirely different from that of life assurance. 
In an indemnity insurance the company undertakes, in consideration of a premium, 
to indemnify the insured if the event happens against the risk of which the policy is 
taken out. If the policy is for a larger amount than the actual loss, only the latter sum 
will be paid, whereas if the policy is for less than the loss, only the amount of the 
policy will be paid, subject to ‘average’ {see below). There is only one exception, 
v/z., where an agreed value is placed on the subject matter of the insurance, that 
amount will be paid irrespective of its value at the date of the loss, a higher premium 
being paid on such insurances. 

The principle of averaging is important. In the case of all indemnity policies, other 
than marine (where the term ‘average’ has a special meaning) if the value of the 
property insured exceeds the amount of the policy, the insur^ is deemed to have 
insured himself for the excess, and in the event of a loss, only the proportionate 
amount of the loss is payable by the insurance company, unless there is a clause in 
the policy to delete average (in which case the premium will be increased). 

The equity of averaging will be seen from the following simple iUustration: 

Dlustration (1) 

A trader had three shops in each of which he had a maximum stock at any time amounting 
to £1,000. He took out an insurance policy against loss of stock by fire, but, arguing that 
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the likelihood of all three shops being destroyed together was so remote, insured the whole 
stock for £1,000 only. Subsequently, one shop was destroyed, together with the stock 
therein, then worth £900. 

Average would operate. The trader tried to cover three risks at the price of one, and must 
be considered as having himself carried the risk for two-thirds of the stock. The insurance 
company would therefore pay £300 only. 

The Revenue Accounts required in the case of indemnity business are similar to 
the Life Revenue Account, except in respect of the funds. Life assurance is a con¬ 
tinuing contract, with an increasing liability year by year on each individual policy 
until the sum assured falls due for payment. Indemnity insurance continues only for 
the period covered by the premium, /.e., each year must be regarded separately, 
and the profit of each year can be separately ascertained. As the end of the period 
of insurance approaches, the risk gets less; in other words, the premium should be 
regarded as being earned on a day-to-day basis, e.g.^ if a policy were taken out on 
29th September, 1962, and a premium paid for the year ending 29th September, 1963, 
this premium could be considered as earned equally over the 365 days of the contract, 
and if the company prepared its accounts on 31st December, 1962, it should carry 
forward the unearned proportion applicable to the period 1st January, 1963, to 
29th September, 1963, i.e., 272/365ths of the premium. 

To make a separate calculation in respect of each policy would not be worth 
while. The practice of fire insurances companies is to carry forward as a reserve for 
unexpired risks such a percentage of the net premium received for the year (/.e., 
premiums received less re-insurance premiums paid) as is considered to be unearned 
at the date of the balance sheet. The proportion to be carried forward is determined 
by reference to past experience of claims, and is usually in the neighbourhood of 40 
per cent. Many companies add to the amount carried forward an additional reserve 
for contingencies. The balance of the Revenue Account after carrying forward the 
reserve for unexpired risks, is the profit or loss on the fire insurance business for the 
year, and is transferred to the Profit and Loss Account. 

Separate Revenue Accounts are required for each class of business. The forms 
applicable to Fire Insurance, Accident Insurance, Motor Vehicle Insurance, Em¬ 
ployers’ Liabihty Insurance, Bond Investment Business and Marine Aviation and 
Transit Insurance business are reproduced on pp. 571-73. 

Burglary Insurance and General Insurance are frequently combined with Accident 
business, and only one Revenue Account is prepared for this department. 

In Bond Investment business (which is an investment, not an indemnity business), 
the liability on outstanding policies or certificates is the difference between the pre¬ 
sent value of the sums assured (including bonuses) and the present value of the future 
annual premiums, 

Profit and Loss Account. 

As already mentioned, a Profit and Loss Account is required only where more than 
one class of business is carried on. Where only one class is carried on, the items 
appearing in the form of account reproduced on p.574 would appear in the Revenue 
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Account. Where a Profit and Loss Account is reqinred, the profit or loss on each 
fund (in life business, the amount appropriated) is transferred from the appropriate 
Revenue Account to the Profit and Loss Account. 

The income from investments not earmarked to any particular fund also appears in 
the Profit and Loss Account. In other respects, this account is an Appropriation 
Account. 


Balance Sheet. 

Since it is most important that the various funds should be represented by rea¬ 
lisable assets, the most important assets of an insurance company are its investments, 
and these are shown on the prescribed balance sheet {see p.574) in the order of secur¬ 
ity. In other respects the balance sheet requires no particular explanation. Student 
readers should note that the items ‘Freehold and Leasehold Ground Rents’ repre¬ 
sent the purchase price of the right to receive ground rents, acquired by the company. 
The notes to the Balance Sheet should be observed. 

Deposits. 

Prior to the passing of the Assurance Companies Act, 1946, every assurance com¬ 
pany was required by Sec. 2, Assurance Companies Act, 1909, to deposit with the 
Paymaster-General a sum of £20,000 for each class of business carried on. Section 4, 
of the Assurance Companies Act, 1946, discontinued that provision and the amount 
deposited could be withdrawn in certain circumstances. 

It is now provided by the Second Schedule of the Insurance Companies Act, 1958, 
that where, on the application of any association of persons, whether incorporated or 
not, which immediately before 25ih October, 1945, was not carrying on in Great 
Britain insurance business of the above mentioned classes, the Board of Trade are 
satisfied that the association 

(a) is about to carry on long-term business in Great Britain; and 
(h) is so constituted that the whole of its divisible surplus or profit must be appor¬ 
tioned or applied for the benefit of the policy holders (/.e., that it is a Mutual 
Association), 

the Board may order that the provisions of Section 2 of the Act (which requires a 
company carrying on such classes of business to have a paid up share capital of not 
less than £50,000) shall not apply to the association. Where such an order is made, the 
association must, before commencing to carry on long-term business in Great 
Britain, deposit with the Accountant-General of the Supreme Court in respect of each 
class of business, the sum of £20,000, and must keep that sum so deposited while it 
continues to carry on long-term business in Gr«»t Britain. The amount deposited must 
be invested by the Accountant-General of the Supreme Court, and shall, together with 
the interest accruing thereon, be deemed to form part of the fund in respect of which 
the deposit was made. 

Section 20 of the Insurance Companies Act, 1958, provide for regulations to be 
made allowing an insurance company to withdraw any deposit made by it if the Board 
of Trade are satisfied in manner provided by the regulations: 
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(a) in the case of a company carrying on general business, whether with or without 
long term business, that the value of the company’s assets exceeds the amoimt of 
its liabilities by the greater of £50,000 or one-tenth of the general premium income 
of the company in its last preceding financial year; or 
{b) in the case of a company carrying on long-term business but not general business, 
either that it has a paid up share capital of £50,000 or more, or— 

(i) in the case of a company required to keep a separate fund or funds, that the 
value of the assets of the fund or of each such fund exceeds the amount of the 
liabilities to which it may be applied and that the excess or, where more than one 
such fund is kept, the aggregate excess, is not less than £50,000; 

(ii) in the case of a company not so required, that the value of the company’s 
assets exceeds the amount of its liabilities by £50,000. 

N.B.—’General business’ means assurance business to which the I ns urance Com¬ 
panies Act, 1958, applies, other than ’long-term business’. ’Long-term business’ means 
life assurance business, industrial assurance business and bond investment business. 


UliBtration (2) 

The following accounts relate to a company carrying on life assurance and fire insurance 
business, for the year in which the quinquennial valuation of the life assurance fund is 
made. The Valuation Balance Sheet and the Statement of Apportionment of the Surplus 
are as shown hereunder. The directors propose to appropriate £700,000 of the surplus, 
one-fifth being allotted to the shareholders and four-fifths to the policy holders, and to 
carry forward the balance. 

In the case of the Fire Insurance Department, the reserve for unexpired risks carried 
forward is computed at 50 % of the premium income, and the additional reserve is increased 
by £10,000. 

VALUATION BALANCE SHEET 


Net Uebility under Assurance end Annuity 
transactions as per Valuation . 

Surplus . 


£ 

Life Assurance Fund (exclusive of £15,000 

£ 

4.060,451 

Investment Reserve) as per Balance Sheet ... 
Proprietors* share of Surplus for 5 years 

4,641,806 

721,355 

ending 3Ist December. . 

140,000 

£4,781,806 


£4,781,806 





APPORTIONMENT OF SURPLUS 

£ 

Surplus in Valuation Balance Sheet . 721,355 

Add Interim Bonuses paid for 5 years ended 

31st December . 42,515 


Total Surplus as at 31st December. 763,870 

Deduct Balance brought forward from last 

quinquennium . 50,890 


Surplus earned for 5 years to 31st December ... £712,980 


It is proposed that £700,000 of the above surplus be divided between the proprietors and 
the policy holders in the proportions of one-fifth and four-fifths, and that £12,980 be 1^ 
in the fund, thereby increasing the unappropriated balance to be carried forward to £63,870 
as shown hereunder. 
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To the Proprietors . . £140,000 

„ „ Policyholders: 

To be allotted (as Reversionary 

Bonuses) . £517,485 

Already paid as Interim Bonuses 42,515 

560,000 

700,000 

Balance carried forward . 63,870 

£763,870 


LIFE ASSURANCE REVENUE ACCOUNT 


For the Year ended 


Amaiint of Life Anurance Fund at the begin¬ 
ning of the year . 

Invettinent Reaerve at the beginning of the 

year . 

Rremiuma (Len Re-insurances) . 

Consideration for Annuties granted. 

Interest, Dividends and Rents lieu Income 

Tax) . 

Fines for Renewal of lapsed Policies. I 


£ 

4,628,490 

15,000 

394.280 
15,221 

226.280 
192 


£5,279,463 


31st December, 19... 


Qaims under Policies paid and outstanding— 

By Death. 

Maturity. 

Surrenders including Surrenders of Bonuses 

Annuities . 

Bonuses paid in Cash .. 

Bonuses in reduction of Premiums . 

Commission . 

Expenses of Management . 

Re-assurance Balance Irrecoverable . 

Shareholders' proportion of Quinquennial Profit 
transferred to nofit and Loss Account 
Investment Reserve Fund at end of year 
Amount of Life Assurance Fund at end of 
year . 


199,124 

187,789 

18,827 

18,320 

810 

480 

17,942 

37,727 

1,638 

140,000 

15,000 

4,641,806 


£5.279.463 


FIRE INSURANCE REVENUE ACCOUNT 


Amount of Fire Insurance Fuad at the begin¬ 
ning of the rear: 

Provision for unexpired risks £452,040 
Additional Reserve ... 760,000 


Premiums . 

Interest, Dividends and Rents 
(lesM Income Tax) ... 


1,212,040 

887,080 

54,753 


£2,153,875 


Claims pud and outstanding . 

Commission . 

Expenses of Management . 

Overseas Taxes . 

Profit for year transferred to Profit and Lots Ac¬ 
count . 


Amount of Fund at end of year; 
Provision for unexpired risks 
Additional Reserve 


£443,540 

770,000 


£ 

468,400 

139.384 

276,955 

1,530 

54,066 


1,213.540 

£2,133,875 


PROTECTOR INSURANCE COMPANY 
Profit and Loss Account for the Year ended 3 1st December, 19. 


Interest. Dividends and Rents (Grots) 

Fire Insurance profit, transferred from Fire 

Revenue Account . 

Tnuitfef Fmmi ••• >4. 

One-fifih of Shareholders' proportion of <2uia- 
quermlal Life Profits. 

£ 

218,100 

54,066 

104 

28,000 

i 

1 United Kingdom Taxation based on the profits 

1 inidudrd in this account: 

Profits Tax £17,280 

1 Income Tax 13,620 

i Income Tax deducted from Invest- 

1 ment Income. 103,500 

1 

£ 

134,400 

32,400 

1,800 

1,500 

130,170 



Expenses not charged to other accourds 

Subscriptioiu to uarities . 

Losses on Investments realised . 

Profit for year, carried down . 



£300,270 



£300,270 

Balance of last year's Account, brought for¬ 
ward . 

Frofltforyear . 

142,100 

130,170 

Transferred to Staff Pensions Fund 
Provision for Dividends payable (Ir» 
Tax) ... ... ... «,■ ,., 

Balance carried forward. 

Income 

13,000 

63,000 

192,270 


£272,270 



£272070 


Ta 
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Shaiuh(H.oru' Cartai.: 

S% Prefetence Sham of £1 each 
Orainary Sham of £I each .. 


Revbnob RaaaavEs: 

General Rewrve eee 

Continsency Reaerve ••• 

Shareholder*' Ufe Profit* Account 
Profit and Loa* Account . 


Amount Set Asnn roa Putum 
Taxation . 

INSURANCB Funds 

Life Atsurance Fund . 

Fire Imutance Fund . 

CURRBNT LMBIUIIBI: 

Oaim* admitted or intimated but 

not paid . 

Annuitie* due and unpaid... 

Sundry Creditort . 

Provision for Dividend (after d»> 
duction of Income Tax). 


Atttho* 

ri*ed 

£ 

IsBiMdsad 
Fully paid 
£ 


£ 

£ 

230.000 

1,000,000 

230,000 

300,000 

Fixed Assrra; 

Office Premiies, at cost, less 
amounts written off . 


60,000 

£1,230.000 

730,000 


1,300,000 

200,000 

112,000 

192,270 

2,004,270 

Investments: 

Mongages . 

Loons . 

British Government Securitie* 

Other Investments. 

1,871,760 

329.090 

2,877,330 

2,834,479 





2.754,270 

8,132,839 




4,641,806 

1,213,340 

13.000 

3.833.346 

CmuutNT Assm: 

Agents' Balances and Sundry 

Debtor*. 

Amounts due from other Insurance 

Compenie* . 

Interest end dividends accrued 

(Itss Income Tex). 

Tax Reserve Certificates . 

Cosh—On D^osit, in hand and on 
Current Account. 

343,970 

126,230 

72,170 

13,000 

136,890 


169,800 

400 

29,323 

696,280 

63,000 

264.523 








£8.889,139 



£8,889,139 







Notes: (1) The above Profit and Loss Acxount and Balance Sheet are in the forms 
adapted for publication and comply (except as regards comparative figures, which have 
been omitted) with the requirements of Part III, of the Eighth Schedule of the Companies 
Act, 1948, with regard to assurance companies which are subject to and comply with the 
requirements of the Insurance Companies Act, 1958 as respects the preparation of and 
deposit with the Board of Trade of Balance Sheets and Profit and Loss Accounts in the 
forms prescribed by those Acts. 

(2) The items on the assets side of the Balance Sheet representing Outstanding Premiums, 
Outstanding Interest, Dividends and Rents and Interest accrued but not payable are in¬ 
cluded in the debits for Premiums, Intnest, Dividends and Rents in the Revenue Accounts 
and Profit and Loss Account, which represent the total amounts accruing during the year. 
Similarly, the items on the liabilities side of the Balance Sheet for claims admitted but not 
paid, annuities due and unpaid and expenses of management due are included in the 
credits under these headings in the Revenue Accounts. 

(3) Only so much of the surplus on the Life Assurance Fund as has actually been paid 
away in cash bonuses or allowed in reduction of premiums is credited to the Revenue 
Accoimt. The proportion of the surplus to be allotted as reversionary bonuses is left in 
the fund, and increases the liability on the policies. 

(4) The £140,000 of the surplus allotted to the shareholders represents their share of the 
profit on the life assurance business for five years, and is credited to Revenue Account 
Only one-fifth of this amount, £28,000, is taken to I^ofit and Loss Account for the current 
year, the balance of £112,000 being carried forward in the Balance Sheet as a reserve, to be 
spread over the next four years. 
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(5) In the case of the Fire Insurance Department, the balance of the Revenue Account, 
after carrying forward the amounts of the Fund at 31st December, represents the profit for 
the year, and is transferred to General Profit and Loss Account, thus becoming available 
for distribution as dividends. 

§ 15. Treatment of Scrip Profits, etc. 

In the case of finance companies which are concerned with the promotion and flo¬ 
tation of other companies, a substantial portion of the consideration for sale often 
takes the form of shares in the new company allotted as fully paid up. In many cases 
the shares so obtained are not quoted on the Stock Exchange, or, if so quoted, the 
price may be an artificial one having no relation to their true value. The bwt method 
of recording these transactions in the books of the finance company is to regard the 
excess of the expenditure incurred on the promotion over the amount of the con¬ 
sideration received in cash as being the cost of the shares received, and to bring them 
into account at that value. If the market value of the shares is below cost, provision 
should be made accordingly. 

When any of the shares are sold, the profit or loss on realisation should be ascer¬ 
tained and transferred to Profit and Loss Account. In these transactions, however, 
only realised profits should be distributed as cash dividends, due regard being had to 
the adequacy of the provisions against possible loss on realisation of the shares 
remaining unsold. 

An alternative method is to bring the shares into account at their par value, and 
to have two columns in the Profit and Loss Account, one relating to cash and the 
other to scrip. The balance on the cash column will show the cash profit or loss dur¬ 
ing the period, and the balance on the scrip column the profit or loss on the shares. 
In cases where it is proposed to distribute a scrip dividend, this method is certainly 
the most suitable. 

In any event, the manner in which these shares have been dealt with should be 
clearly disclosed by the accounts. 

Dlustration 

A finance company underwrote part of a new issue of shares, about to be made to 
the public by Wyezed Ltd. The issue was of 100,000 £I shares, payable 28. on application, 
8s. on allotment, and 10s. one month later. The finance company underwrote ^%, and 
applied ‘firm’ for 20,000 shares which were duly allotted. The public applied for and were 
allotted 50,000 shares. The finance company had deposited with the underwriting letter 
a cheque for the application money on the shares underwritten, and this cheque was cleared 
by Wyezed Ltd. on the result of the issue becoming known. The underwriting commission 
was 1 % in cash and in shares, credited as fully paid, and was duly discharged. 

The fin ance company sold 500 shares, when 10s. paid, at 98.9d. each, and paid the 
sums due on the balance, afterwards selling 15,000 shares at 19s. 6d. each. On their balance 
sheet date the shares were quoted at 19s. 9d. Write up the Underwriting Account in the 
finance company’s books, carrying down as a provision on the account any profit made, or 
writing off any loss. 
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Shares 

£ a. d. 

Coah. Application money. 2/- per ihare ... 

20,000 

2,000 0 0 

Caah. on aharei taken up under under- 
writing agreement (2/- per ahare paid 
on 60,00^ . 

18,000 

6,000 0 0 

Caab, Allotment money ; £ £ 

8/- per share on 20,000 ... 8,000 

8/- per sbaie on 18,000 ... 7,200 

Lew Overpaid on appli¬ 
cation 2/- per share on 

60,000—18,000 . 4,200 

3,000 

Contra, ahares (fully paid) received as 
commission .. 

300 

11,000 0 0 

Caah, balance due, 10/- per share on 37,500 
shares . 


18,750 0 0 


£38,300 

£37,750 0 0 

Balance b/d. . 

22,800 

22,264 4 7 


IContn, Ctomminioo received in 

sheres. 

iCash, SOO shares 10/- paid, sold at 9/9 

! each . 

ICash, 15,000 shares fuUy paid sold at 

I 19/6 Mch . 

, Balance c/d. 

Profit and Loss Account—Lost to date 
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Shares 


SOO 

15,000 

22,800 


£38,300 


£ 1 . d. 

600 0 0 


243 IS 0 


14,625 0 
22,264 4 
17 0 


£37,750 0 0 


Noni. 

(1) Since no cash was paid for the shares received as commission, thev are brought in as part of the total holding by being entered 
in the shares column on the debit side, without any value being extended. 

(2) The underwriting and firm application are pan of a single transaction. Accordingly, the cash commission goes to reduce 
the cost of the shares to the underwriters. 

(3) The underwriters applied firm for 20,000 shares and the public applied for 50,000, making a total of 70,000. Of the 30.000 
shares not applied for, the company must take up 60 per cent, or 18,000 shares, under the underwriting contract, as 60 per cent of 
the issue was underwritten. 

The unsold shares are valued at cost, computed as follows: 

£ 

Cost price of 38,000 shares, £1 paid .. 38,000 

300 „ received, fully paid, as commission .. — 

38,300 38,000 

Lass Commission received in Cash 600 

Cost price of 38,300 fully paid shares .. £37,400 

Value of shares in hand of £37,400 .. £22,264 4 7 

Showing a loss of £17 0 5 

Since the shares are held for resal^ the lower of cost or market value itwy be taken. Market value is 19/9, i.a,, a total of £22,515. 
Since this exceeds cost, it most be disregarded in this case. 

§ 16. Accounts of Containers 

The method of recording containers must depend on whether or not they are charged 
out to customers and, if so, whether or not credit is given for them when they are 
returned. 

When containers are not returnable the charge is included in the sale price of the 
goods, and any profit made on the containers will automatically he included in the 
profit on the sale of goods. 

Where, however, containers are returnable, the charges made for them should be 
debited to customers’ accounts when they are sent out, and the appropriate amounts 
credited when they are returned. 

The following methods of treatment are suggested: 

Method {]) 

The cost of containers purchased should be debited to a Containers Account (or 
Containers Stock Account) which should also be debited with the value of any stock 
of containers brought forward from the previous period, and credited with the stock 
carried forward at the end of the period. 
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The sales day book should contain a special column for containers, in which the 
charges made for containers should be entered. These amounts should be debited to 
the personal accounts of the customers concerned and credited in total periodically 
to a Containers Suspense (or Containers Char^d-out) Account. Particulars of con¬ 
tainers returned by customers should be recorded either in a special column in the re¬ 
turns inwards book or in a separate containers returned book, from which postings 
should be made to the credit of the personal accounts, and in total to the debit of the 
Containers Suspense Account. 

For balance sheet purposes the credit balance remaining on ihc Containers' Sus¬ 
pense Account after the above entries have been made, will be set off against the total 
of the debit balances on debtors’ accounts, in which the charges for such containers 
are included. The containers in customers’ hands will then be valued at cost, less 
depreciation, and included in the value of the stock of containers which is credited 
and carried forward in the Containers Stock Account. 

The amount carried down in the Containers Suspense Account should not include 
the value of any containers which are no longer returnable. These may be regarded 
as having been sold at the price at which they have been credited to the Containers 
Suspense Account and this amount should be transferred therefrom to the credit of 
Containers Stock Account. 

Sometimes the credit given on the return of containers is either greater (to induce 
their return) or less than the price at which they are charged out. Where it is greater, 
the debits to the Containers Suspense Account in respect of containers returned by 
customers, and of the containers still in customers’ hands at the end of the period, 
will be greater than the amounts credited to that account when the containens were 
charged out. The resultant debit balance on the account represents an expense to the 
business, which should be transferred to the debit of Containers Stock Account. 

Conversely, where the credit given for containers returned is less than the amount 
at which they are charged out, only the amount allowable on their return should be 
debited and carried forward in the Containers Suspense Account, the profit on the 
containers sent out being transferred therefrom to the credit of Containers Stock 
Account. 

In either case, the balance remaining on Containers Stock Account, after carrying 
forward at valuation the closing stocks of containers on hand and in customers’ 
hands, will be transferred to Profit and Loss Account. 

niistration (1) 

A manufacturing company sells goods in cases which it purchases for 10s. each. The cases 
are charged out to customers at 12s. each and credited, if returned within six months, at 
8s. each. All cases are valued at stocktaking at 6s. each. 

The stock in the warehouse on 1st January, was 4,000 cases, and 8,400 cases, for which 
the return period had not expired, were in the hands of customers at that date. During the 
year ended 31st December, 6,000 cases were purchased, 12,800 were sent out to customers, 
9,200 were returned, 120 were destroyed in the warehouse and 200 were sold as firewood for 
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£10. In respect of 7,600 of the cases in the hands of customers on 31st December, the return 
period had not expired; the remaining cases sent to customers were retained by them. 

Show the ledger accounts in the firm’s books in respect of cases for the year ended 31st 
December. 


CASES STOCK ACCOUNT 


Jan. I 


Dec 31 


I 


I 


Stocks in Waiehouae at 6/> per 
case brought forward 
Stocks with CuBloiners at 6s. 

per case brought ftffward ... 
Purchases at lOs. per case 
Profit and Loss Account: 
Net profit on cases 


Cases Stock Account; Profit of 
4s. per case on 12,800 cases 
issued to Customers 
Cases Stock Account; Cases 
retained by Customers at 

8t. per case. 

Sundiy Debtors: Cates re¬ 
turned by Customers at 8s. 

per case . 

Balance c/f: Provision for Cases 
in Customers* hands at 8t. 
per case . 


Quantity 

£ 

! 

1 


Quantity 

£ 



Dec. 31 

Cases Destroyed . 

120 


4,000 

1,200 

1 Cases Sold . 

200 

10 



1 Cases Suspense Account; 



8,400 

2,320 


Profit of 4g. per case on 



6,000 

3.000 


12,800 cases sent to Cut- 






tomen . 


2,360 

— 

1,714 


Cases retained by Customers 






at 8s. per case . 

4,400 

1,760 




Stocks in Warehouse at 6/- per 






case carried forward. 

6,080 

1,824 




Stocks with Customers at 6s. 




.. .. ii 

per case carried forward 

7,600 

2,280 

18,400 

£8.434 1 


18 400 

£8,434 

— 

. 

- 

. . . 

— 

_ 


CASES SUSPENSE ACCOUNT 


Quantity 

£ 

i 


Quantity 

£ 

— 

2,360 

Jan. 1 

Dec. 31 

Balance b/f: Cases in Cus¬ 
tomers' hands at 8s. 

Sundry Debtors; Cases charged 
to Customers at 12s. per case 

8,400 

12,800 

3,360 

7,680 

4,400 

1.760 





9,200 

3,680 





7,600 

3.040 





21,200 

£11,040 



21,200 

£11,040 


Method (2) 

This method, which is suitable where containers are charged out to customers at a 
price in excess of cost, is analogous to the system described in Chapter X, Section 3 (c) 
for Branch Accounts, where goods are charged by head office to branches at a fixed 
percentage above cost. 

The following accounts are required: 

Containers Stock Account 
Containers sent to Customers Account 
Containers Suspense (or Adjustment) Account 
Provision for Depreciation on Containers Account 
Profit and Loss on Containers Account. 

Containers sent out are debited to Containers sent to Customers Account at the full 
invoiced price, Containers Stock Account being credited with the cost price and Con¬ 
tainers Suspense Account with the ‘loading*. These entries are reversed in respect of 
containers returned by customers. The balance on the Containers sent to Customers 
Account at any time will thus rqjiesent the invoiced price of contains in customers 
han(k, and the balance on the Suspense Account the profit loadmg included therein. 
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The balance carried dovm in the Suspense Account will accordingly be set off against 
the balance carried down in the Containers sent to Customers Account to give the 
cost pric» of containers in customers* hands for balance sheet purposes, whilst the 
balance of the Containers Stock Account, after adjustment has bera made for any 
containers scrapped, will be the cost pri<« of containers in stock. 

In respect of any containers retained by (i.e., sold to) customers it will be necessary 
to debit the customers* personal accounts and credit the Containers sent to Customers 
Account with the full invoice pria;, and to transfer from the Containers Suspense 
Accoimt to the credit of Profit and Loss on Containers Account, the profit included 
in such price. 

Depreciation on the containers in stock and in customers* hands will be debited to 
Profit and Loss on Containers Account and credited to the Provision for Depreciation 
on Containers Account, the balance on the latter account being deducted from the 
cost price of the cases for the purposes of the balance sheet. 

lUastratioii 

Containers costing £1 each are charged out at 30s. each, credit being given for the full in* 
voiced price when the containers are returned. For balance sheet purposes all containers are 
valued at 10s. eadi. 

On January 1st there were 1,000 containers in stock and 3,700 in customers* hands. During 
the year ended 31st December, 5,000 containers were purchased, 7,000 were sent out and 
5,200 returned. 200 containers were scrapped, the proceeds of sale being £20. 

The cost of repairs to containers during the year was £50. At 31st December, 500 of the 
containers in customers* hands were no longer returnable. 


CONTAINERS STOCK ACCOUNT 


Jan. 1 

Dec. 31 

Balance hit.: 

Stock in hand (coit) 

Pwrehasea (cost) 

Cbntainert retunied by cus- 
tomen (cost) 

Quan¬ 

tity 

1,000 

3,000 

3400 

£ 

1,000 

3,000 

3400 

Dec. 31 

Containers sent to customers 
(cost) 

Profit and Loss on Containers 
Account - cost of con- 
tainm scrapped 

Balance e/f.: 

Containers in stock (cost) 

Quan¬ 

tity 

7,000 

200 

4,000 

7,000 

200 

4.000 



11400 

£11400 



11,200 

£11,200 

Jan. I 

Balance b/f. .. 

4,000 

4»000 



_ 



CONTAINERS SENT TO CUSTOMERS ACCOUNT 





Quan- 

£ 



Quan¬ 

tity 

3400 

300 

3,000 

£ 

Jan. 1 

Dec. 31 

BftUuictt b/f.: 

ConUinm In cuitomert 
himdi (invoiced price) 
Contalnen cent out (involoed 

ffftoe) • a a • 

tity 

3,700 

7.000 

5,330 

10,300 

Dec. 31 

Containers returned (fat- 
voiced price) 

Sundry Debtors, containers 
sold (invoiced price) 

Balance c/f.: 

containers In customers’ 
bands (invoiced price).. 

7,300 

730 

7,300 



10,700 

£16,030 



10.700 

£16430 

Jan 1 

Balance b/f. 

3,000 

7^ 
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CONTAINERS SUSPENSE ACCOUNT 


Conuinert returned by cut- 
tomen - loading of lOi. 
Profit and Lots Account - 
profit on container! sold 
Balance c/f.: 

Loading on containers in 
customers’ hands 


Quan¬ 

tity 

£ 

Jan. I 

Balance bit.: 

Quan¬ 

tity 

£ 

5,200 

2,600 


Loading on container! in 
customers* hands. 

3,700 

1,850 

500 

250 

Dec. 31 

Containen tent to customen- 




loading of lOt. 

7,000 

3,500 

5,000 

2,500 





10,700 

£5,350 



10,700 

£5,350 



Jan. 1 

Balance b/f. 

5,000 

2,500 


PROFIT AND LOSS ON CONTAINERS ACCOUNT 


Dee. 31 

Containers Stock Account - cost of 

1 

" : 

j 

\ ' 

Dec. 31 j 

! 

C^h - Proceeds of scrap 

£ 

20 


containen scrapped 

Cosh - Repain to containen 

Provision for Depreciation on con- 
tainen .. 

1 200 ! 
50 1 

2.150 1 

i 

1 ! 

1 1 

i 

Containen Suspense Account - profit 
on soles 

Profit and Loss Account - Net Charge 
for containen 

250 

2,130 



£2.400 1 

1 

1 

1 

_ _ _1 

£2,400 

i 


PROVISION FOR DEPRECIATION OF CONTAINERS 


Dec. 31 


Balance c/r.C9e000 at lOs.) .. 

II 

£ II 

4,500 ; Jan. 1 

Balance b/f. (4,700 at lOs.) 


£ 

2,350 

Dec. 31 

l| 

Containen Suspense Account: 
Depreciation for year 


2,150 


£4.500 jl 

' Jan. 1 

,1 

Balance b/f. 


£4,500 

4,500 


For Balance Sheet purposes, containers will appear as follows: 



Number 


£ 

Containers in Stock, at cost .. 

4,000 


4,000 

Containen in custom^’ hands 

5,000 

£7,500 


Less Balance on Suspense Account 


2,500 

5,000 

Less Provision for Depreciation .. 



9,000 

4,500 




£4,500 


The following modification of the entries described above would be necessary if the 
credit given for returned containers were less than the invoiced price (e.g., if, in the 
above example, credit were given at only 24s. per container returned, the other circum¬ 
stances being the same). 

(1) Containers sent to Customers Account will be debited with full invoiced price of 
containers sent out (30s.), Containers Stock Account being credited with cost (20s.) 
and Containers Suspense Account with the excess of the potential credit over 
cost (4s.). The balance of the invoiced price (6s.), being profit, is credited to Profit 
and Loss on Containers Account. 

(2) Containers returned will be credited to Containers sent to Customers Account at 
the amount of the credit given (24s.), Containers Stock Account being debited witih 
cost (20s.) and Containers Suspense Account with the excess of the credit over 
cost (4s.). 
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(3) At balancing date the balance carried forward in Containers sent to Customers 
Account will be the amount of the potential credit on returnable containers (2^.) 
and the amount carried forward in Containers Suspense Account the excess of the 
potential credit over cost (4s.). 

(4) Containers sent to Customers Account must also be credited with the balance of 
the invoiced price (6s.) which will remain as a debit in debtors’ accounts after the 
containers have been returned. 

§ 17. The Accounts of Building Societies 

(1) Constitution of Building Societies 

Building Societies are now governed by the Building Societies Act, 1962, which con¬ 
solidated, with certain corrections and improvements, the Building Societies Acts, 
1874 to 1960 and certain related enactments. 

Section references given hereunder are to the Building Societies Act, 1962. 

Section 1 defines the purpose for which a society may be established under the Act 
as ‘that of raising, by the subscription of the members, a stock or fund for making 
advances to members out of the funds of the society upon security by way of mortgage 
of freehold or leasehold estate’. 

A society so established may be either: 

(a) a permanent society, i.e., a society which has not by its rules any fixed date at 
which, or specified result on the attainment of which, it is to terminate, or 

(b) a terminating society, i.e., a society which, by its rules, is to terminate at a fixed 
date, or when a result specified in the rules is attained. 

A society may be established by not less than ten persons agreeing upon rules which 
comply with the requirements of the Act, and sending two copies of those rules, 
signed by not less than ten persons and by the intended secretary, to the central office 
of the Chief Registrar of Friendly Societies. If the rules comply with the requirements 
of the Act, a certificate of incorporation will be issued. 

By S.4 the rules must set out {inter alia): 

{a) the terms on which unadvanced subscription shares are to be issued, and the 
manner in which contributions are to be paid to the society and withdrawn by the 
members; 

{b) the terms on which paid up shares (if any) are to be issued and withdrawn; 

(c) whether preferential shares are to be issued, and if so, within what limits; 

{d) the purposes for which the funds of the society are to be applied; 

{e) the manner in which advances are to be made and repaid. 

(2) Advances on Mortgage 

Arrangements must be made by the directors to ensure that {a) the adequacy of any 
security taken in respect of an advance made by the society will be assessed either by 
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a director or other officer who is competent to make the assessment, and (b) that there 
will be made available to such person an appropriate report by a competent and 
experienced person as to the value of any freehold or leasehold estate comprised in the 
security and as to any matter likely to affect the value thereof (s. 25). Records must 
be kept in respect of every advance made by the society showing (a) the value placed 
upon the property by the above-mentioned report and the name of the person by 
whom the report was made, and (b) particulars of any additional security taken by the 
society (s. 27). 

A building society is not allowed to advance money on second mortgages of 
property, except land acquired by a local authority under an Act of Parliament, unless 
the prior mortgage is in favour of the society (s. 32). 


Special Advances (s. 21) 

A ^special advance’ on the security of freehold or leasehold estate is an advance of one 
of the following descriptions: 

{a) an advance of any amount to a body corporate; 

(h) an advance of a sum exceeding £5,000* to a person other than a body corporate; 
(c) an advance of any amount to a person other than a body corporate, being a person 
who, after the advance is made to him, is indebted to the society in an amount ex¬ 
ceeding the limit in force for the purposes of this paragraph. 

* The Chief Registrar may, by an order contained in a statutory instrument, prescribe a sum exceeding 
£5,000 in relation to advances in any financial year beginning on or after the coming into operation of the 
order. 

A person shall be taken to be indebted to the society in an amount exceeding the 
limit in force if either: 

(a) the amount of his indebtedness to the society (including all debts of any descrip¬ 
tion) immediately after the making of the advance, exceeds £10,000; or where the 
advance is one in relation to which a sum is prescribed by the Chief Registrar, 
exceeds twice the sum so prescribed, or 

(h) the amount of his indebtedness to the society, ascertained at the end of a period 
of three months after the date of the advance, or (if sooner) the end of the financial 
year in which the advance was made, exceeds £5,000; or where the advance is one 
in relation to which a sum is prescribed by the Chief Registrar under this section, 
exceeds the amount so prescribed. 

Section 22 imposes limits upon the amounts which can be advanced by way of 
‘special advances’ in any year. 

At the end of each financial year the society must ascertain: 
ift) the total amount of advances not repaid, together with arrears of interest thereon, 
and 

(h) the proportion of that amount which is in respect of advances made to a body 
(Kirporate, or to a person who at that time is indebted to the society in an amount 
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exceeding £5,000 (or such other sum as may be prescribed by the Chief Registrar) 
or made jointly to two or more persons any one of whom is so indebted to the 
society. 

If the proportion ascertained in accordance with (h) above exceeds 10 per cent, the 
special advances made in the next hnancial year may not exceed 10 per cent of the 
total amount of all advances made in that year; if the proportion exce^ 10 per cent 
but does not exceed 25 per cent, the special advances made in the next financial year 
may not exceed 2^ per cent of the total advances; if the proportion exceeds 25 per 
cent, no special advances may be made in the next financial year, and no advance may 
be made in that year unless it can first be ascertained that it will not be a special 
advance. 

No special advances may be made in the calendar year in which the society is 
established. 

N.B. By s. 128 ‘financial year’ means a period of twelve months ending on the 31st December. A society 
whose financial year does not end on 31st December, may alter its financial year by making up accounts 
for one period of more thsm six months, and not more than eighteen months ending with the 31 st December. 

(3) Borrowing Powers 

A building society is empowered to receive deposits or loans, at interest, to be applied 
for the purposes of the society. 

In the case of a permanent building society the amount of such deposits and loans 
outstanding shall not at any time exceed two-thirds of the amount for the time being 
secured to the society by mortgages from its members. 

In the case of a terminating building society the limit is the greater of (a) two-thirds 
of the amount secured by mortgages, and (b) twelve months’ subscriptions on the 
shares for the time being in force (s. 39). 

(4) Accounts 

Bys. 76 every building society shall: 

(a) cause to be kept proper books of account with respect to its transactions and its 
assets and liabilities, and 

(b) establish and maintain a system of control and inspection of its books of account 
and a Systran for supervising its cash holdings and all receipts and remittances. 
The books and accounts, for the purposes of (a) above must be such as are necessary 

to give a true and fair view of the state of the aflfairs of the society and to explain its 
transactions. 

The society must also establish and maintain a system to ensure the safe custody 
of all documents of title belonging to the society, and of the deeds relating to the 
property mortgaged to the society. The system must provide that on each occasion 
on which any document or deed is released from the custody of the officers of the 
society, the consent is obtained of the board of directors or of a person authorised by 
the board to give such consent. 
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There must be laid before the society at its annual general meeting (which must be 
held in the first three months of the finandal year): 

(a) a revenue and appropriation account for the last financial year ending before the 
date of the meeting, and 

(b) a balance sheet as at the end of that financial year (s. 77). 

The revenue and appropriation account must give a true and fair view of the income 
and expenditure for the year, and the balance sheet a true and fair view of the state 
of affairs of the society at the end of the year, and each must be in the form prescribed 
by the Chief Registrar by statutory instrument. The balance sheet must be signed by 
two directors, and by the manager or secretary. The revenue and appropriation 
account must be annexed to the balance sheet and the auditors' report must be 
attached to it (s. 78). 

There must be submitted to the annual general meeting and attached to the balance 
sheet a directors’ report, setting out: 

(a) the total amount advanced during the year on the security of freehold or leasehold 
estate and the total number of mortgages executed in favour of the society during 
the year; 

(b) the proportion of the total amount advanced as mentioned in (a) which represents 
special advances, and the number of mortgages executed during the year to secure 
special advances; 

(c) the total amount of money received during the year by way of investments in, or 
loans to, the society from members or depositors, and the total amount of shares 
and deposits repaid by the society; 

(d) the number of cases in which at the end of the financial year a mortgagor was in 
arrears with payments due to the society; 

(e) the total amount of the arrears at the end of the financial year (s. 82). 

A copy of every balance sheet, including every document required by law to be 
annexed to it, together with a copy of the auditors’ report and of the directors’ report, 
must within twenty-one days before the date of the meeting be sent to the Chief 
Registrar and to every member of the society who holds shares to the value of £25 or 
more. Other members may obtain copies, without charge, on demand (s. 83). 

The following are the forms of Revenue and Appropriation Account and Balance 
Sheet prescribed by the Building Societies (Accounts) Regulations, 1962 (S.I. 1962, 
No. 2042). 
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Revenue and Appropriation Account 


Management Expenses: 

Directors’ Fees 

Remuneration and Travelling Ex¬ 
penses of Staff and Auditors .. 
Office Accommodation and Ex¬ 
penses 

Advertising .. 

Commission and Agency Fees .. 
Contributions under arrangements 
for meeting losses by investors 
Other Expenses: 


Total Management Expenses 

Valuation Fees and Expenses payable 
to Directors ., 

Other Valuation Fees and Expenses 

Interest on Deposits and Loans (not 
being Loans from Bank) 

Interest on Loans and Overdrafts 
from Bank .. 

Losses on Mortgages 

Depreciation: £ 

Office Premises 
Other Assets .. 

Other Expenditure: 


Income Tax for the year(s) of assess¬ 
ment 19./19. 

(the Society’s assessment is based 
on the accounts for the current/ 
preceding year) 

Profits Tax for period ended 


Interest, Dividend and Bonus to 
Shareholders for period ended 


Proposed Inter^t, Dividend and 
Bonus to Shareholders for period 

ended . 

Balance carried down 


Other Debits and Appropriations: 


Balance carried forward .. 


Interest on Mortgages 

Other amounts paid by Borrowers 
as consideration for Advances.. 

Interest and Dividends from In¬ 
vestments .. 

Bank Interest 

Rents and other income from 
letting Office Premises 

- Valuation Fees and Expenses 

Other Fees, Fines, Rules and Pass 
Books 

Commission (Fire, Life etc.. In¬ 
surance) .. 

Other Income: 



Balance brought down 
Balance brought forward from last 
year 

Other Credits and Appropriations: 
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Balance Sheet as at. 



\ 

£ 

j 


£ 

Due to Investing Shareholders (classi- 

1 1 Balance due or outstanding on 


tied in Schedule No.6, Section‘A*) ! 


Mortgages, excluding prospec- 


(as per Account No. I) .. 

• • 


tive interest (classified in 





Schedule No.7) (as per Account 


Advances from H.M. Government 


NoJ): 



(as per Account No.2 (a)) 

.. 1 


From bodies corporate 

• • 



i 

i 


From persons other than bodies 


Deposits and Loans, not being Loans 


corporate where total indebt- 


from Bank (classified in Schedule 


edness exceeds £5,000 


No.6, Section *B’) (as per Account 


Others 

• • 


No.2(b)) 

, . 








Total 

• • 


Loans and Overdrafts from Bank (as 


Less provision for anticipated 


per Account NoJ (£»)) ,. 

• 

• • 


losses on Mortga^ 



Other Liabilities: 



Mortgage Assets 

• • 



£ 


Investments (classified in Sdiedule 


Incoiiw Tax .. 



No.8) (asper Account No.4): 


Profits Tax for period 



(^oted: .. 

£ 


ended 



Final redemption 






date in not more 






than 5 years 






Others 






(Market Value 






£_) 






Unquoted: 



. 



Repayable in not 






more than 6 mon- 



Proposed Interest, Dividend and 


ths .. 

Repayable in more 



Bonus for period ended 



l^an 6 months .. 



... . 



Interest Accrued 



Provisions: 









Total Investments 





Cash on Deposit and 

Current 





Accounts at Banks .. 

• • 


Amount set aside for future taxation 







i 

Cash in Hand 

• • 


Special Reserves: 






.Renerve 



OfGcc Premises (including £ 


.Reserve 

.. 


in respect of leasehold premises 





with less than SO years to run) .. 


General Reserve and Balance carried 





forward: 

1 

£ 1 


Other Assets: 



General Reserve 

tr 



.. 


Balance carried forward 



Balance (Loss) carried forward (or 


(as per Account NoJ) 



per Account No.S) 
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Notes; 

(1) There shall, if not otherwise shown, be stated by way of note to the Revenue and Appropriation Account 
every material respect in which any items shown therein are affected— 

(a) by transactions of an exceptional or non>recunimt nature; or 
(h) any change in the basis of accounting. 

(2) The following matters shall be stated by way of note to the Balance Sheet, or in a statement or report 
annexed thereto, if not otherwise shown: 

(a) particulars of any moneys owing by the society in respect of deposits, loans and overdrafts which are 
wholly or partially secured; 

(b) the general nature of any contingent liability not provided for, and, where practicable, the estimated 
amount of that contingent liability, if it is material; 

(c) where practicable, the aggregate amount or estimated amount, if it is material, of contracts for capital 
expenditure, so far as not provided for; 

(d) where the amounts of the separate reserves or provisions as compared with the amounts at the end of the 
immediately preceding financial year show any increases or decreases, the sources from whidi the increases 
have been derived and how the amounts of any decreases have been applied; 

(e) the method of arriving at the amount at which any ofhce premises are shown; 

(/) the basis on which any item of income tax has been computed. 

(3) Comparative figures for the preceding year must be shown. 


(5) Annual Return 

Every building society must in the first three months of each financial year make to the 
Chief Registrar of Friendly Sodeti^ an annual return relating to the affairs of the 
society for the previous financial year (s. 88). 

The contents and form of the annual return are prescribed by The Building Sodeties 
(Annual Return, etc.) Regulations 1962. The return includes the following detailed 
accounts and schedules: 

(1) Shares Account 

(2) (a) H.M. Government Advances Account 

(2) (h) Other Deposits and Loans Account 

(3) Mortgages Account 

(4) Investments Account 

(5) Revenue and Appropriation Account (as set out above). 

(6) Balance Sheet (as set out above). 

Schedule: 

No.l Analysis of amounts advanced on mortgage during the financial year. 

No.2 Analysis of ‘Spedal Advances’ made during the year, and particulars of 
every such ‘spedal advance’. 

No.3 Particulars of advances made to directors, manager or secretary of the 
society. 

No.4 Particulars of Quoted and of Unquoted Securities made, and of Quoted 
Securities and Unquoted Samrities realised during the year. 

No.5 The normal interest rates for shares, deposits and mortgages, in categories, 
rtagfiififid according to the various rates, as at the end of the year, and 
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particulars of changes made during the year; also of charges made to 
borrowers in addition to the normal interest charge. 

No.6 Classification of amounts due to Investing Shareholders, and Creditors for 
Deposits and Loans (other than bank loans) and particulars of holdings 
exceeding £5,000. 

No.7 Classification of balances due or outstanding on mortgages as at the end of 
the year. 

No.8 Particulars of Investments held by the society as at the end of the financial 
year. 

The return must be signed by two directors and by the manager or secretary. 
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ROLLS ROYCE LIMITED 
CONSOUDATED PROFIT AND LOSS ACCOUNT 
FOR THE Year ended 31sr December, 1960 


THE PROFIT HAS BEEN EARNED AS FOLLOWS 

1960 

1959 


£ 

£ 

Revenue from all sources 

109,270,697 

97J33^2l 

Costs of manufacture, selling and administration 


86fl96fil9 


12,932,910 

10fi36J802 

Research and development expenditure 

7,75i,Tf4 

5,660^33 

Profit before taxation 

5,174,636 

4,876,469 

Taxation 

2,016,000 

2,240,000 


3,158,636 

2,636,469 

Interest of outside shareholders of subsidiary company 

8,477 

1,615 

Profit after taxation 

£3,150,159 

£2,634,854 

THE PROFIT HAS BEEN USED AS FOLLOWS 



To pay dividends: 

£ 

£ 

Interim dividend of 2^% 



less income tax at 7s. 9d. in £ 

307,280 

304,525 

Proposed final dividend of 8^% 



{1959: 7J%) less income tax at 7s. 9d. in £ 

1,044,974 

913J801 


1,352,254 

U18J26 

Retained in the business 

1,797,905 

l,416fi28 


£3,150,159 

£2,634,854 


Notes on and forming part of the a>nsoUdated profit and loss account are given on page 602 
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ROLLS ROYCE LIMITED 


NOTES ON THE CONSOLIDATED PROFIT AND LOSS ACCOUNT 


REVENUE FROM ALL SOURCES 1960 1959 

£ £ 

Sales 108,347,379 96,559,372 

Royalties 326,243 233,160 

Income from trade investments 12,269 287,434 

Interest and financing income 440,940 291,532 

Management fees 143,866 161,823 


£109,270,697 £97,533,321 


COSTS OF MANUFACTURE, 


SELLING AND ADMINISTRATION 

Includes the following items: 

£ 

£ 

Depreciation on property and plant 

3,455,591 

3,010,917 

Transfer to provisions not capable of exact ascertainment: 
Addition to provision for guarantee 


845,091 

Interest gross, on 4% Debenture Stock 1974-84 

Remuneration of directors of the parent company: 

153,957 

155,701 

Fees 

6,726 

6,500 

Management 

104,855 

102,806 

Pension contributions 

Auditors* fees and expenses: 

32,297 

31,397 

Parent company 

8,000 

8,000 

TAXATION 



United Kingdom taxation has been estimated on the profit of 
the year thus: 



Income tax 

1,333,000 

1,840,000 

Profit tax 

683,000 

400,000 


£2,016,000 

£2,240,000 


The charge for income tax is reduced by substantial capital 
allowancN, including investment allowance, on expenditure 
incurred during the year. 

PROFIT AFTER TAXATION 

£ £ 
3,150,159 2,634,854 


Group profit 

Profit dealt with in the accounts of the parent company 


3,165,027 


2,250,005 
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ROLLS ROYCE LIAOTED 

CX>NSOUDATED BALANCE SHEET AT SUt DECEMBER. 1960 


ASSETS LESS CURRENT UABELITIES 

1960 

I960 

Current assets: 

£ 

£ 

Cash and bank balances 

690,220 

594,962 

Debtors 

27,271,376 

24,044,893 

Stocks 

37,297,406 

26,630,014 


65,259,002 

51,269,869 

Current liabilities: 

Bank overdrafts 

9,651,421 

1,665,770 

CreditcHS 

19,556,929 

13,273,575 

Accrued taxation 

3,282,485 

2,786,421 

Proposed final dividend (net) 

1,044,974 

913,801 


33,535,809 

18,639,567 

Net current assets 

31,723,193 

32,630,302 

Investments in other companies at cost 

389,818 

383,390 

Property and plant 

19,123,953 

16,277,738 

Goodwill, patents and trademarks 

1 

1 


£51,236,965 

£49,291,431 

FINANCED AS FOLLOWS 

Capital and reserves: 

£ 

£ 

Share capital 

20,145,063 

20,021,972 

Capital reserves 

2.570,259 

2,188,197 

Profits retained in the business 

18,487,886 

16,689,981 


41,203,208 

38,900,150 

4% Debmture Stock 1974-84 (Secured) 

3,827,994 

3,889,702 

Deferred liabilities 

6,147,671 

6,451,964 

Interests of outside shareholders of subsidiary company 

58,092 

49,615 


£51,236,965 

£49,291,431 


On behalf of the board 

Kindersley 

\ Directors 

J. D. Pearson 


Notes on and forming part of the balance sheet are given on pages 604 and 605 
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ROLLS ROYCE LIMITED 
NOTES ON THE BALANCE SHEETS 

DEBTORS 

Debtors outstanding at 31st December 1960 include £6,728,523 {1959: £3,985,288) for sales to 
overseas aero engine customers on extended credit terms. 


STOCKS 

Group 


Parent company 

1960 

1959 


1960 

1959 

£ 

£ 


£ 

£ 

49,896,042 

39,346,858 

Stocks at the lower of cost or net 
realizable value 

44,501,718 

34,173,301 

12,598,636 

12,716,844 

Payments received on account 

11,418,314 

11,646,418 

£37,297,406 

£26,630,014 


£33,083,404 

£22,526,883 


PROPERTY AND PLANT 


Group 


Parent company 

Cost 

Depreciation 


Cost 

Depreciation 

£ 

£ 


£ 

£ 

9,977,895 

5,053,936 

Land and buildings 

7,929,769 

4,455,756 

28,752,453 

14,552,459 

Plant and equipment 

26,234,954 

13,353,129 

£38,730,348 

£19,606,395 


£34,164,723 

£17,808,885 

£19,123,953 

Net book value 

£16,355,838 

£32,833,225 

£16,555,487 

1959 totals 

£27,962,011 

£14,779,452 

£16,277,738 


£13,182,559 


SHARE CAPITAL 

Authorised 
Ordinary stock 
Ordinary shares of £1 each 

Workers* (1955) shares or stock units of 10s. Od. each 


Issued 

Ordinmy stock 

Workers* (1955) shares or stock units of 10s. Od. each: 

Fully paid - 3,066,284 stock units; 1959,2,806,441 
Partly paid- 120,472 shares; 1959, 149,491 

3,186,756 2,955,932 

A further 230,824 workers* (1955) shares were issued during the year for cash and at 31st December 
1960 £28,315 was outstanding. This amount has now been received. 


1960 1959 


£ 

£ 

18,580,000 

4,220,000 

2,200,000 

18,580,000 

4,220,000 

2,200,000 

£25,000,000 

£25,000,000 

£ 

18,580,000 

£ 

18,580,000 

1,533,142 

31,921 

1,403,220 

38,752 

£20,145,063 

£20,021,972 
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ROLLS ROYCE LIMITED 
NOTES ON THE BALANCE SHEETS 


60S 


CAPITAL RESERVES 


Group 


Parent 

company 

1960 

1959 


i960 

1959 

£ 

£ 


£ 

£ 

1,202,102 

1,202,102 

Share premium account 

1,202,102 

1,202,102 

1,368,157 

986,095 

Other capital reserves 

1,461,841 

1,080,167 

£2,570,259 

£2,188,197 


£2,663,943 

£2,282,269 


The increase in other capital reserves is mainly attributable to capital receipts from licence agree¬ 
ments, £367,000, and profit on redemption of debentures £12,000. 


DEBENTURE STOCK 
Group 

1960 1959 

£ £ 
3,827,994 3,889,702 


Parent company 
I960 1959 

£ £ 

3,827,994 3,889,702 


The company is required to set aside £49,038 for the redemption of stock during the year ending 
30th September 1961. Of this sum £5,804 was expended prior to 31st December 1960 in the pur¬ 
chase of £8,000 of the stock for redemption. 


DEFERRED LIABILITIES 

Group Parent company 


1960 

1959 


1960 

195S 

£ 

£ 

Estimated future taxation on profits 

£ 

i- 

1,732,000 

1,676,000 

earned to date 

Provision for future expenditure on 
guarantee, retirement benefits and 

1,517,000 

l,438,d00 

4,415,671 

4,775,964 

accident liability 

4,396,873 

4,761,866 

£6,147,671 

£6,451,964 


£5,913,873 

£6,199,866 


CONTINGENT LIABILITIES 
There are contingent liabilities of £1,500,000: 1959; £640,000 


EXCHANGE RATES 

Foreign currencies have been converted into sterling as follows: 

Fixed assets at the rates ruling at the dates of acquisition: other assets and liabilities at the 
rates ruling at the date of the balance sheet. 


COMMITMENTS FOR CAPITAL EXPENDITURE 
Group 

1960 1959 

£ £ 

3,0^,000 2fi00,000 Approximate commitment 


Parent company 
1960 1959 

£ £ 

2,970,000 1,940,000 
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ROLLS ROYCE LIMITED 

PARENT COMPANY BALANCE SHEET AT 31sr DECEMBER, 1960 


ASSETS LESS CURRENT LlABILniES 

1960 

1959 

Current assets: 

£ 

£ 

Cash and bank balances 

202,592 

186,427 

Debtors 

24,019,224 

21,579,674 

Stocks 

33,083,404 

22,526,883 


57,305,220 

44,292,984 

Current liabilities: 

Bank overdraft 

8,206,825 

1,125,121 

Creditors 

17,868,385 

12,155,524 

Accrued taxation 

2,914,109 

2,473,344 

Subsidiary companies 

173,915 

880^24 

Proposed final dividend (net) 

1,044,974 

913,801 


30,208,208 

17,548,714 

Net current assets 

27,097,012 

26,744,270 

Interests in other companies: 

Subsidiary companies: 

Investments at cost 

3,940,079 

3,831,845 

Loans and current accounts 

1,779,205 

3,450,051 

Other trade investments at cost 

389,818 

383,390 


6,109,102 

7,665,286 

Property and plant 

16,355,838 

13,182,559 

Goodwill, patents and trade marks 

1 

1 


£49,561,953 

£47,592,116 

FINANCED AS FOLLOWS 

Capital and reserves: 

£ 

£ 

Share capital 

20,145,063 

20,0215^72 

Capital reserves 

2,663,943 

2,282,269 

Profits retained in the business 

17,011,080 

15,198,307 


39,820,086 

37,502,548 

4% Debenture Stock 1974-84 (Secured) 

3,827,994 

3,889,702 

Deferred liabilities 

5,913,873 

6,199,866 


£49,561,953 

£47,592,116 


On behalf of the board 

Kinderslby 

^Directors 
J. D. Pearson ) 
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ATKINSON LORRIES (HOLDINGS) LIMITED 


BALANCE SHEET AS AT 31st MARCH. 1961 


I960 

£ 

415,426 

235,000 

INVESTMENTS 

Subsidiary Companies 

Shares (Note I) 

Advances 

£ 

£ 

431,374 

536,500 

£ 

650,426 

46,000 

Deduct: Indebtedness 


967,874 

40,500 


604,426 

10,000 

Associate Company (Unquoted) at Cost, less Provision £5,000 
(1960 (£2,000) 

Trade, at Cost 



927,374 

7,000 

100 

614,426 




934,474 

24,000 

562 

CURRENT ASSETS 

Dividends Receivable from Subsidiary Companies (Net) 

Cash at Bank 


58,500 

1,085 


24,562 



59,585 


252 

830 

18,375 

Deduct: 

CURRENT LIABILITIES 

Creditors 

Current Taxation 

Proposed Dividend on Ordinary Shares, less Tax 

638 

1,221 

30.625 



19,457 



32,484 


5,105 




27,101 

£619,531 

TOTAL NET ASSETS 



£961,575 

85,000 

300,000 

ReiH«sentiiig 

SHARE CAPITAL 

Si % Redeemable Cumulative Preference Shares of £1 each (redeemable 
at the option of the Company) 

Ordinary Shares of 2/> each 

Aulhorttttt 

100,000 

600,000 

ItnuAmd 

85,000 

500,000 

385,000 



£700,000 

585,000 

78,568 

CAPITAL RESERVES: (Note 3) 



194,876 

160,101 

25,476 

RE\'ENUE RESERVE 

Profit and Loss Account (Note 2) 

Balance at credit, 1st April, 1960 

Deduct: Amounts Capitalised in Subsidiary Companies 


155,963 


134,625 

21,338 

Undistributed Profits of the Year 


155,963 

25.036 


155,963 




180,999 

— 

AMOUNT SET ASIDE for FUTURE TAXATION 



700 

£619,531 




£961,575 


W. G. ALLEN 1 
F, R. C»WELl] ' 



608 BOOK-KEEPING AND ACCOUNTS 

ATKINSON LORRIES (HOLDINGS) LIMITED AND SUBSIDIARY COMPANIES 
CONSOLIDATED PROFIT AND LOSS ACCOUNT 
For the Year Ended 31st March, 1961 


1960 

£ £ £ 
GROSS PROFIT on Manufacturing and Trading before crediting or 
110,191 charging the items set out below 151,272 

141 Add: Deposit Interest and Investment Income — 

110,332 151,272 

Deduct; 

Emoluments of Directors of Holding Company: 

1,000 Fees 1,000 

15,062 Management Salaries 15,250 

640 Superannuation Contributions 640 


16,702 16,890 

12,79? Depreciation of Fixed Assets (other than Freehold Property) 14,380 

1,000 Expenses re Increase of Capital — 

1,458 Audit Fees and Expenses 1,446 

2,000 Provision against Investment in Associated Company 3,000 


33,952 35,716 

76,380 CONSOLIDATED NET PROFU before Taxation 115,556 

Deduct: 

Taxation (Estimated) on the Profit of the Year: 

United Kingdom: 

24,767 Income Tax 40,111 

5,806 Profits Tax 13,003 


30,573 53,114 

2,200 Less: Overprovision in respect of previous year — 

28,373 53,114 

7,029 South African 5,043 


35,402 58,157 

40,978 CONSOLIDATED NET PROFIT after Taxation 57,399 

Add: Interest of Minority Shareholders in Losses, less Profits of Sub- 
1,598 sidiary Companies 1,125 

42,576 58,524 

Deduct: 


Dividends (less Tax) of Holding Company for the year to 31st March, 


1961: 

2,863 Dividends on Redeemable Cumulative Preference Shares 

at 5i % per annum 2,863 

18,375 Proposed Dividend on OrcUnary Shares at 10% per annum 30,625 

- (1960: 10% on £300,000) - 

21,238 33,488 


UNDISTRIBUTED PROFIT of tbe Year 

20,216 Subsidiary Companies 2,448 

1,122 Holding Company 22,588 


£21,338 


£25,036 
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ATKINSON LORRIES (HOLDINGS) LIMITED AND SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEET AS AT 31st MARCH, 1961 


1960 


Cost or 
Valuation 

Deprteiafion 

£ 

FIXED ASSETS 

£ 

£ 

£ 

270,160 

Freehold Land and Buildings 

307,066 

11,049 

296,017 

1,323 

Leasehold Property 

1,375 

69 

1,306 

50^66 

Plant and Machinery, Furniture and Fittings 

108,779 

59,407 

49,372 

13,873 

Motor Vehicles 

Insurance Policy on the Life of a Director 

32,978 

19,097 

13,881 

3,371 

(Surrender value £3,804. 1960: £3,281) 

3,746 


3,746 

6,567 

Patterns at Valuation 

4,964 

— 

4,964 

345,860 

10,000 

INVESTMENTS 

Associate Company (Unquoted) at Cost, less Provision £5,000 
(1960: £2,000) 

Trade, at Cost 

458,908 

89,622 

7,000 

100 

369,286 


io.m 


7,100 


CURRENT ASSETS 

925,727 Stocks and Work in Progress 957,279 

312,788 Debtors, Deposits and F^payments 462,443 

80,713 Associated Company, less Provision £5,000 (1960: Nil) 122,347 

55J54 Bills Receivable 40,606 

33,754 Cash at Bank and in Hand 31,629 


1,408,336 

372,896 

675,985 

10,962 

18,375 

1,078,218 

330,118 

£685,978 

385,000 

118,088 

160,101 

25,476 

134,625 

21,338 

155,963 

659,051 

22,525 

4,402 

£685,978 


Deduct: 

CURRENT UABIUTIES 
Bank Overdrafts 
Loan 

Creditors and Accrued Expenses 
Current Taxation 

Proposed Dividend on Ordinary Shares of Atkinson Lorries 
(Holdings) Ltd., less Tax 


WORKING CAPITAL 
TOTAL NET ASSETS 

Representing 

SHARE CAPITAL of Atkinson Lorries (Holdings) Limited 
CAPITAL RESERVES (Note 3) 

REVENUE RESERVE 
Profit and Loss Account: 

Balance at credit, 1st April, 1960 

Deduct: Amounts capitalised in Subsidiary Companies 


Add: Undistributed Profit of the Year 


AMOUNT SET ASIDE for FUTURE TAXATION 
MINORITY INTERESTS in SUBSIDIARY COMPANIES 


1,614,304 


162,010 

100,000 

639,103 

17,255 

30,625 

948,993 

665,311 

£1,041,697 


585,000 

234,029 


155,963 


155,963 

25,036 

180,999 

1,000,028 

39,025 

2,644 

£1,041,697 


U 


W.G. ALLEN \ 

F. R. COWELL/®'"*^®" 
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BOOK-KEEPING AND ACCOUNTS 
NOTES ON ACXX)UNTS 


1. SHARES IN SUBSIDIARY COMPANIES 

These are valued at Cost plus undistributed revenue profits since date of acquisition, less amounts 
capitalised in Subsidiary Companies. 


2. REVENUE RESERVE 

The Holding Company has brought into its own Accounts all the revenue profits of its Subsidiaries 
since the date of acquisition (whether or not distributed) less amounts capitalized in Sut»idiary Companies. 


3. CAPITAL RESERVES 


mo 

£ Holding Company £ 

77,725 Share Premium: As at 1st April, 1960 77,725 

Premium arising on shares issued during year, less expenses applicable 
— thereto £8,692 116,308 


77,725 194,033 

843 General 843 

Group 

5,500 Capital Redemption Reserve Fund S.SOO 

8,449 General 8,449 

25,571 Surplus on Consolidation: As at 1st April, 1960 25,571 

— Less: Arising on acquisition of shares in a Subsidiary Company 367 

- 25,204 


£118,088 £234,029 


4 . 


CAPITAL COMMITMENTS 

Commitments for Capital Expenditure not provided in these Accounts are approximately: 

1960 

£ £ 


6,000 Holding Company nil 

8,000 Subsidiaries 2,210 


5. CONTINGENT LIABILITIES 

The Holding Company has guaranteed Bank Overdrafts and Loans of its Subsidiaries and Associate 
Comply up to a maximum of £646,000. In addition it has guaranteed bills drawn by certain of its 
Subsidiaries and its Associate Company. 


6. SOUTH AFRICAN SUBSIDIARIES 

The Assets and Liabilities have been incorporated into the Consolidated Accounts at par. 
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THE «SHELL* TRANSPORT AND TRADING COMPANY LIMITED 


BALANCE SHEET 



As at 

As at 


1st Dec. 1961 

SJst Dec. 1960 

Fixed Assets 

£ 

£ 

Investments in companies of the Royal Dutch/Shell Group ( Note 2) 
Investment in Commonwealth Development Finance Company 

899,868,400 

853,663,935 

Limited - at cost {Note 6) 

50,000 

50,000 


899,918,400 

853,713,935 

Current Assets 

Dividends due from companies of the Royal Dutch/Shell Group 

16,520,000 

14,880,000 

Other receivable 

16,689 

37,844 

Short'term government securitie {Note 4) 

10,822,305 

9,913,083 

Cash 

109,541 

440,207 

TOTAL CURRENT ASSETS 

27,468,535 

25,271,134 

Current Liabilities 

Taxation 

103,406 

24,800 

Accounts payable and accrued liabilitie 

93,637 

69,156 

Unclaimed dividends 

202,888 

224,302 

Dividends (net) 

17,458,527 

14,581,355 

TOTAL CURRENT LIABILITIES 

17,858,458 

14,899,613 

EXCESS OF CURRENT ASSETS OVER CURRENT LIABIUTIES 

9,610,077 

10,371,521 

NET ASSETS 

£909,528,477 

£864,085,456 

Share Capital {Note 5) 

Ordinary Shares 

115,086,918 

115,086,918 

5i% First Preference Shares 

2.000.000 

2,000,000 

7% Second Preference Shares 

10,000,000 

10,000,000 

Capital Reserves 

127,086,918 

127,086,918 

Share Premiums {Note 5) 

50,389,761 

50,738,934 

Investmmts {Note 2) 

615,106,334 

568,901,869 

Other {Note 2) 

106,695,164 

106fi95,I64 

Retained Earnings 

10,250,300 

10,662,571 

TOTAL CAHTAL, RESERVES AND RETAINED EARNINGS 

£909,528,477 

£864,085,456 


F. J. STEPHENS, Chaimum. 
SOUTHBOROUOH, Director. 
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THE ‘SHELL* TRANSPORT AND TRADING COMPANY LIMITED 

STATEMENT OF INCOME 



Year ended 

Year ended 


31st Dec. 1961 

31st Dec. 1960 


£ 

£ 

Dividends from companies of the Royal Dutch/Shell 

Group 


(Note /) 

28,600,000 

25,300,000 

Interest and other income 

792,756 

595,488 


29,392,756 

25,895,488 

Deduct: 

Administrative and other expenses 

Taxation (Note 3 ): 

350,700 

352,975 

Income Tax 

132,655 

75,979 

Profits Tax 

53,818 

19,988 


537,173 

448,942 

Net Income for the year 

£28,855,583 

125,446,546 


STATEMENT OF RETAINED EARNINGS 



Year ended 

Year ended 


31st Dec. 1961 

31st Dec. 1960 


£ 

£ 

Retair^d earnings at beginning of year 

10,662,571 

9,688,591 

Net income for the year 

28,855,583 

25,446,546 


39,518,154 

35,135,137 

Deduct: 



Dividends: 

5J% First Preference Shares (less income tax) 

67,375 

67,375 

7 % Second Preference Shares (less income tax) 

428,750 

428,750 

Ordinary Shares - interim dividend of 2s, Od. per £1 Unit and 
proposed final dividend of 9d. per 5s. Od. Share, free of 

income tax 

28,771,729 

23,976,441 


29,267,854 24,472,566 


Retained Earnings at end of year 


£10,250,300 


110,662,571 
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NOTES TO FINANOAL STATEMENTS 

1. The Ro 3^1 Duteh/Shell Group of Companies 

Shell Tr^port is a holding company which, in conjunction with Royal Dutch Petroleum Company, 
owns, directly or indirectly, investments in the numerous companies comprising the Royal Dutch/ 
Shell Group. » -o / 

Arrangements between Shell Transport and Royal Dutch provide, inter alia, that notwithstanding 
variations in shareholdings Shell Transport and Royal Dutch shall share in the aggregate net assets 
and in the aggregate dividends and interest received from Group companies in the proportion 
of 40 : 60. 

It is further arranged that the burden of all taxes in the nature of or corresponding to an income 
tax leviable in respect of such dividends and interest shall fall in the same proportion. 

2. Investments in Royal Dutch/Shcll Group and Capital Reserves 

The investments of Shell Transport in companies of the Royal Dutch/Shell Group are stated at an 
amount equivalent to its 40 per cent interest in the net assets, as shown in the Statement of Assets 
and Liabilities, of the Group. The cost of these investments at 31st December 1960 and at 31st 
December 1961 was £178,066,902. The difference between the cost and the amount at which the 
investments are stated in the Balance Sheet has been taken to Capital Reserves, as follows: 

Amounts taken to 
Investments Capital Reserves 
£ £ 

Balance at 31st December 1960 853,663,935 675,597,033 

The 40 per cent interest of Shell Transport in earnings 
retained by the Group out of net income for 1961 46,204,465 46,204,465 

Balance at 31st December 1961 £899,868,400 £721,801,498* 

•Subject to any additional taxation payable in the event of further distributions from 
retained earnings of Group companies. 

Of the amounts taken to Capital Reserves, £615,106,334 is shown as ‘Capital Reserves - Invest¬ 
ments’ and £106,695,164, representing the difference between the nominal value and the fair market 
value of the 1961 share distribution, is shown as ‘Capital Reserves - Other’. 

3. Taxation 

Dividends from companies of the Royal Dutch/Shell Group have been declared payable without 
deduction of income tax and the amount shown is the aggregate of the sums actually receivable. 
The charge for taxation is in respect of interest and other income of the year. 

4. Short-term Government Securities 

These securiti^ are stated at cost adjusted by the accrual of discounts over periods to maturity. The 
market value at 31st December 1961 was £10,745,734. 


5. Share Capital and Share Premiums 

Authorized Issued 

Share Capital: £ £ 

5J% First Preference Shares of £1 each 3,000,000 2,000,000 

7 % Second Preference Shares of £1 each 10,000,000 10,000,000 

Ordinary Shares of 5s. Od. each 150,000,000 115,086,918 

£163,000,000 £127,086,918 


The proposed share distribution dealt with in the 1960 accounts was approved in 1961. The 
nominal value of the shares distributed is included in the amounts of issued ordinal^ shares. 

U2 
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Share Premiums; £ 

Balance at 31st December 1960 50,738,934 

Expenses of share distribution 349,173 

Balance at 31st December 1961 £50,389,761 


6. Contingent Liabilities 

Shell Transport and Royal Dutch have each guaranteed the performance and observance of the 
obligations of a Group company under an agreement with Gulf Kuwait Company. Royal Dutdi 
has indemnified Shell Transport and Shell Transport has indemnified Royal Dutch as to 60 per 
cent and 40 per cent respectively of their respective continent liabilities under the said guarantee. 

There is a contingent liability amounting to £450,000 in respect of the uncalled capital of Common¬ 
wealth Development Finance Company Limited. 

7. Statement of Directors* Emoluments and Pensions pursuant to Section 196 of flie Cmnpanies 
Act, 1948 

Year ended Year ended 

31st Dec. 1961 3l5t Dec. 1960 
£ £ 

Directors’ emoluments: 


In respect of services as Directors 

47,483 

50,173 

In respect of other services 

211,736 

215,916 


£259,219 

1266,089 

Directors* and past Directors’ pensions: 

In respect of other services 

£74,733 

i46,186 


Of these emoluments, £31,505 in .1961 and £34,840 in 1960 were borne by Shell Transport and 
charged in the Statement of Income. 
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NATIONAL PROVlNaAL BANK LIMITED AND SUBSIDIARY COMPANIES 
CONSOLIDATED PROFIT AND LOSS ACCOUNT 


FOR THE Year ended 31st December 1962 

1961 


£ 


£ 

£ 

4,256^88 

Profit of the Group after providing for taxation on the 
profits of the year and after making transfers to the credit 
of inner reserves, out of which provision for any diminu* 
tion in the value of assets has been made: 

National Provincial Bank Limited 

4,631,800 


520,376 

Retained by Subsidiary Companies 

835,607 


4,776,764 

(The Group Profit include* the Etenk’s interest in the profit of 
District Bank Limited attributed to the six months ended 31st 
December, 1962, amounting to £S74,549, of which £335,146 is 
receivable as dividend.) 


5,467,407 

1,030,290 

Less: Interim Dividend on £24,030,084 of 7 per cent., less 
Income Tax, paid on 27th July, 1962 

1,030,290 


1,030,290 

Final Dividend on £38,712,953 of 7 per cent., less 
Income Tax, payable on 1st March, 1963 (including 
provision for Dividend on 306,453 shares to be 
issued on completion of the necessary formalities 
for acquisition of the minority interest in District 
Bank Limited) 

1,659,817 


2,060,580 



2,690,107 

2,716,184 

1,947,428 

A(kl: Balance brought forward from last year 


2,777,300 

2,328,612 

4,663,612 

2,000,000 

Less: Appropriated to; 

Reserve Funds— 

National Provincial Bank Limited 

1,500,000 

5,105,912 

160,000 

Subsidiary Compani^ 

582,467 


175,000 

Contingencies Account- 
Subsidiary Company 

100,000 


2,335,000 

1,410,475 

Balance to be carried forward to next year— 

National Provincial Bank Limited 

1,852,168 

2,182,467 

918,137 

Subsidiary Companies 

1,071,277 



$2^28fil2 £2,923,44^ 

STATEMENT PURSUANT TO SECTION 196 OF THE COMPANIES ACT, 1948 
The amount of the emoluments of the Directora of National Provincial Bank Limited was 

£75,917, of whidi £62,310 was home hy the Bank. 
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mi 

£ 

60,000,000 

24,030,084 

17,716,270 

1,410,475 

43,156,829 

946,557,603 

908,575 

1,030,290 

948,496,468 

40,828,875 


11,032,482,172 


BOOK-KEEPING AND ACCOUNTS 


NATIONAL PROVIN 
BALANCE SHEET 


Share Capital Authorised 
60,000,000 Shares of £1 each 

Share Capital Issued 

38,406,500 Shares of £1 each, fully paid 

Share Premium Account 
Reserve Fund 


£ £ 
60,000,000 


38,406,500 

10,492,660 

19,216,270 


Profit and Loss Account- 

Balance carried forward to 1963 1,852,168 

69,967,598 

Current, Deposit and Other Accounts, including inner re¬ 
serves and provisions 989,717,311 

Amounts diK to Subsidiary Companies 1,393,869 

Dividend payable on 1st March 1963 1,659,817 

992,770,997 


Liabilities for Acceptances, Endorsements, Engagements, etc., 
as per contra 48,107,337 

NOTES— 

1. In connection with the merger between the Bank and District Bank Limited the Bank has 
issued 10,943,547 shares for 97'27 per cent, of the issued share capital of District Bank 
Limited. The Bank is entitled to acquire the minority interest on completion of the 
necessary formalities, in consideration of the issue of a further 306,453 shares. 

The Consolidated Profit and Loss Account includes the appropriate proportion of the 
profit of District Bank Limited, ascertained in the manner indicated, attributed to the six 
months subsequent to 30th June, 1962. 

The Share Premium Account comprises (a) £6,865,738 being the premium of £2 per share 
on 3,432,869 shares issued for cash on 8th May, 1962 and (o) £3,626,922 representing the 
excess of the Bank’s interest in the share capital of District Bank Limited and in its 
Reserve Fund and Undistributed Profits at 30tb June, 1962, over the par value of the 
10,943,547 shares issued by the Bank. 

2. There is a contingent liability for uncalled capital in respeci of a portion of the Invest¬ 
ments in Subsidiary Companies. 


D. J. ROBARTS, Chairman. 


F, W. LEITH-ROSS, 
P. J. GRIGG, 


1 

f 


Deputy Chmrmen. 


W. LYNN, Chief General Manager. 


S. B. HEYS, 

F. A. VAUGHAN, 
R. F. SMITH, 

W. B. DAVIDSON, 

G. V. JONES, 


Joint General Managers. 


£1,110,845,932 
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1961 


i 

83,514,134 

Coin, Bank Notes and Balances with the Bank of En^nd 


£ 

83,830,234 

44,178,964 

Balances with, and Cheques in coivse of collection on, other 
Banks in the United Kingdom and Ireland, and Cheques, 
Drafts, etc., in transit 


62,891,302 

87,916,523 

Money at call and short notice 


91,809,313 

163,340,000 

10,242,106 

1,647,834 

BUIs Discounted and Re-financeable Credits 

British Government Treasury Bills 

Bills payable by British Firms and Institutions in the 
United Kingdom and Re-iinanceabie Credits 

Other Bills 

£ 

176,850,000 

15,358,040 

2,714,436 


175,229,940 



194,922,476 

26,300,000 

Special Deposit with the Bank of England 


— 

104,387,360 

1,765,695 

Investments at less than market value— 

British Government Securities and Securities guaranteed 
by the British Government 

Other Quoted Investments, including Securities of British 
Public Boards and British Municipal Corporations 

120,424,053 

1,722,960 


106,153,055 



122,147,013 

441,902,278 

Advances to Customers and Other Accounts 

462,254,377 


2,029,992 

Amounts due by Subsidiary Companies 

3,943,281 

466,197,658 




967,224,886 



1,021,797,996 

2,133,729 

587,716 

4,809,142 

119,872 

Investments in Subsidiary Companies — 

Par Value of Ordinary Stock or Shares and Reserves and 
Undistributed Profits— 

District Bank Limited 

Coutts & Company 

Isle of Man Bank Limited 

North Central Finance Limited 

Other Subsidiaries 

14,809,872 

2,115,029 

596,896 

5,313,285 

121,453 

22,956,535 

7,650,459 



3,764,130 

lYade Investments at cost or under 


3,950,475 

13,013,822 

Bank Premises at cost less amounts written off 


14,033,589 

40,828,875 

Liabilities of Customers for Acceptances, Endorsements, 
Engagements, etc., as per contra 


48,107,337 

£1,032,482,172 



£1,110,845,932 
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1961 

£ 

^ 60,000,000 
24fi30,0S4 

18,076,270 

2,328,612 

44,434,966 

1,04U64,970 

1,030,290 

1,042,395,260 

45,811,687 


Share Capital Authorised— 

60,000,000 Shares of £I eadi 

Share Capital Issued— 

38,406,500 Shares of £1 each, fully paid 

Share Premium Account 

Resme Funds 

Balance of Consolidated Profit and Loss Account 

Current, Deposit and Other Accounts, including inner 
reserves and provisions 

DivMend payable on 1st March, 1963 

Uabilities for Acceptances, Endorsements, Engagements, < 
as per contra 


NATIONAL PROVINCIAL BANK UMI 
CONSOLIDATED BALANCE 

£ £ 

60,000,000 

38,406,500 
10,492,660 
20,158,737 
2,923,445 
71,981,342 

1,369,344,634 
1,659,817 

- 1,371,004,451 

77,889,894 


NOTES— 

1. The Share Premiam Account ia explained in Note I on Page 616. 

2. The mlnwity Intereit in District Bank Limited ia included in Current, Depoiit and other 
Accounts. 

3. In order to avoid undue delay in the preaentation of the Bank’a Accounta, the Accounta 
of North Central Finance limited and ita Subiidiaries have been made up to 30th 
September, 1962. Debentures secured by a floating chatK on the aaaeta of Norm Central 
Finance limited £1,510,123 and Minority Shareholdera' Interest in that Company 
£264,000 ace Included in Cunent, Depoait and Other Accounts. 

4. Secnritiea, nominal value £127,500, an lodged in the Me of Man for PuUlc Accounta 
and for the Note laaue of £20,519 which ia included above in Cnrrent, Depoait and Other 
Accounts. 


UJ32,641,913 


£1,520,873,687 



APPENDIX 

TED AND SUBSIDIARY COMPANIES 
SHEET 3l8T Dksmber, 1962 

1961 

£ 

89,167^54 Coin, Bank Notes and Balances with the Bank of Knghwd .. 

Balances with, and Cheques in course of collection on, other 
Banks in the United Kingdom and hrcland, and Cheques, 
46^80,809 Drafts, etc., in transit 

101^36,437 Money at call and short notice 


BiDs Discounted and Re*flnanceable Credits— £ 

168,455,000 British Government Treasury Bills 226,590,000 

Bills payable by British Firms and Institutions in the 
11,181,616 United Kingdom and Re-hnanceable Credits 22,908,067 

1,742J46 Other BiUs 3,394,568 


181,378^62 - 

27,800,000 Special Deposit widi the Bank of England 

Investments at less than market value— 

British Government Securities and Securities guaranteed 
114,450,949 by the British Government 176,020,963 

Other Quoted Investments, including Securities of 
Dominion Governments, British Public Boards and 
2,239,311 British Municipal Corporations 2,196,476 


116,690,260 

Advances to Customers and Other Accounts, including 
haiancas outstanding under Hire Purduue and other 
505J75,538 Agreements entered into by Subsidiary Companies 


1^68,529,260 

35f75,226 'Trade Livestmuits at cost or under 

14,325,740 Prmnises and Office Eqidpnent at cost less amounts written 
off 

45,811,687 Uabllities of Customers to Acceptances, Endorsements, 
Engagements, etc., as per contra 


tlJ32,641^13 
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£ 

113,527,154 

88,428,671 

128,566,392 


252,892,635 


178,217,439 

654,538,863 

1,416,171,154 

7,180,053 

19,634,586 

77,889,894 

£1,520,875,687 
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Absorption, 

of one limited company by another, 321 el seq. 
shares issued at a premium. 323 
treatment of revenue balances, 323 
Accident Insurance Accounts, 571 
Accident Insurance Fund, 326 
Accommodation Bills, 114 et seq. 

bankruptcy, in, 480 
Accounting Ratios, 75 
Account Sales, 90 
Adding Machines, 454 
Adding-Listing Machines, 455 
Addressing Nbehines, 454 
Advance, Payments in, 43 
Advances by Partners, 
accounts for, in the books, 130 
interest on, in the absence of agreement. 125 
repayment on dissolution, 157 
Agents, 

accounts with, 99 
consignees as, 90 
del credere, 90, 94 
partners as, 122 

Agreements to Pay by Instalmoits, 527 
entries in buyer’s books, 527 
entries in seller’s books, 527 
Allotments, 

letter of allotment, 209 
return of, 210 
AnudgamatiiMi, 

holding company scheme and, 343 

of companies, 314 

of sole traders, 173 

relief from stamp duty on, 317 et seq. 

Annual Return, 192,197 
Annual Charges, 
deductions of tax from, 309 
Annuity, 

life assurance accounts, in, 579 
repayment of partner’s capital by, 151 
Annuity System of Oepreciatitm, 53 
Application and Allotmoit of Shares, 206 et seq. 
allotment letter, 209 
application and allotment sheet, 207 
application letters, 206 
calls, 210 
‘finii’, 227 

journal entries relating to, 211 
letters of regret, 209 
minimum subscription, 207 
prospectus, 206,207 
return of allotments, 210 
share certificate, 210 
vendors’ and si^atories’ shares, 209 
Appropriation Account, 18 
dvidends, proposed, in, 272, 290, 303 
taxation, treatment of, in, 306 
Articles of Association, 194 
Assets, 

application of, on partnership dissolution, 157 
cuuses of, 3 

effect of inflation upon, 46,47 
in balance sheet, 19 
valuation (^.v.) 


Associated Company, 

distinction between subsidiary company and, 346 
Asnirance Companies Accoants, 283, 569 et seq. 
Aviation Insurance Accounts, S73 
Audit, 

company and partnership, 189 
preparation of company's books, for, 267 
report annexed to company’s filed balance sheet, 
199 

statutory report, of, 202 
Auditor’s Remuneration, 272 

Bad Debts, 
provision for, 39 
Balance Sheet, 

annual summary, inclusion in, 192, 198, 199 

company of, 268, 275, 284 

consolidated, 352 et seq. 

definition of, 19 

double account system in, 476 

exemptions for sj^cial classes of companies. 283 

form of, 19, 295 et seq. 

Institute of Chartered Accountants, reconunen- 
dations of, 284 
specimens of, Appendix 
valuation, 577, 584 
Bank Balance Sheet, 
form of, 545, Appendix 
secret reserves in, 66 
Bank Note, 104 

Bankers’ Accounts, 543, Appendix 
Bank Reconciliation Statement, 8 
Banking Company, 283 
Bankruptcy Accounts, 
bills, 480, 484 
book debts, 484 
contingent liabilities, 481 
creditors, 479 et seq. 
deferred debts, 483 

deficiency accounts, 484, 486, 488, 490 
partnerships, 489 
statement of affairs, 479, 487, 490 
trustee’s accounts. 490 
valuation of assets, 483 
Bankruptcy of Partners, 
ascertainment of share of profits, 171 
liability of estate for partnership debts, 149 
operates as dissolution of partnership, 157,171 
BUI of Lading, 120 
Bills of Exchange, 
accommodation bill, 114 er seq. 
advances on the security of. Ill 
bankruptcy, in, 481,484 
bill diary, 108 
bill payable book, 108 
bill payable ledger, 108 
biU receivable l^k, 107 
bill receivable ledger, 108,109 
continent liability on discounted, 110, 302 
days of grace, 104 
definition, 103 
discounting, 108,110 
dishonour^ 118 
documentary, 120 
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BOOK-KEEPING AND ACCOUNTS 


Billf of Exduuin (continued) 
entries in boou, for, no. 111, 113,114,116,117, 
120 

forms of, 105 

inter-company, in consolidated balance sheet, 
366 

parties to, 103 
rebated, 121 

retired and renewed, 118 
shcnt, 120 

stamp duties, on ,104 

Bond Investment Business, Accoimts of, 572 
Bonus, 

calls, applied in payment of, 265 
capital r^mption reserve fund, out of, 214 
life assurance, in, 575, 581 
shares, 264 et seq,, 553 
Books of Account, 
company, of, 267 
limited partner, access to, 156 
members of company, access to, 189 
partnership, of, 125 
sole trader, of, 20 

Bought Day Book (see Purchases Journal) 

Branch Accounts, 402 et seq. 
assets of branch in head office books, 428 
assets in transit, 422 
current accounts, 420 
foreign branches, 434 
foreign exchanges, 433 
fixed rale of exchange, 435 
fluctuating rate of exchange, 437 
goods charged to branch at— 
cost price, 412 

cost price, plus a percentage, 414 
selling price, 403 

head office, when all records kept at, 402 
when all detail is recorded in branch books, 420 
Broke^e, 

marine insurance, 548 
Stock Exchange, 558 
BnildJng Societies, 
accounts of, 593 
constitiition, 593 
borrowing powers, 594 

Caicuiating Machines, 
barrel type, 458 
full-keyboard type, 458 
Calls on Shares, 210 
bonus applied to payment of, 265 
call letters. 210 
call sheets, 210 

forfeiture for non-payment of, 218 
liquidator, by, to adjust shareholders’ rights, 505 
statement of affairs, in, 496 
Table ‘A’ and, 210 
Capital, 

expenditure, definition of, 4 
interest, payment of, out of, 266 
losses, und^ double account system, 476 
revenue, distinguished from, 4 
Capital, Proprietors’, 

advance fay partner, distinct from, 125,130 
(fiasdudon of partnership, repayment on, 157 
interest on partners’, 126 
outgoing partner, lerayment of, 148 et seq. 
partners, accounts of, 130 
leconstructitms, 338 


Caifltal, Pn^iietors* (continued) 
reduction of, 329 et se^. 
share. (See Share Capital) 

Cental Redemption Reserve Fhnd, 214, 271 
Capital Reserve, 
definition of, 39, 270, 285 
excess of liabilities over assets on purchase of 
business, 242, 323 

pre-acquisition profits, in consolidated balance 
sheet, 355 

profit prior to incorporation, 251 
Carbon Smearing, 451 
Card Ledgers, 

advantages and disadvantages of, 16 
description of, 16 

Cases Accounts. (See Accounts of Containers) 
Cash Book, 

columnar, 6 et seq., 34 
forms of, 5, 6 et seq. 
liquidator’s, 500 

reconciliation with bank pass book, 8 
tnistee in bankruptcy, of, 491 
Cash Discoimt, 
definition of, 6 
provision for, 41 
Cash Suminary, 

preparation from incomplete records, 79 
Certified Transfer, 223 
Charges, Register 196, 229 
Charto^ Accountants, Institute of, Recommmi- 
datlon of, 

appropriations, proposed, 306 
depreciation, 60 

fixed assets in company’s balance sheet, 

280 et seq. 

income tax deductible from dividends payable 
and annual charges, 306, 309 
interest and dividends, 306, 309 
presentation of balance sheet and profit and loss 
account, 284 et seq. 

provision for replacement of assets having regard 
to rising costs, 47 

stock-in-trade, valuation of, 297 et seq. 
tax reserve certificates, 307, 312 
taxation in accounts, treatment of, 305, 309 

definition of, 103 
signing machines, 453 
writing machines, 453 
Circulating Assets, 
definition of, 3 
Claims for Compensation, 
loss of profits, 534 
stock d^oyed by fire, 533 
Columnar Books, 
cash book, 6 et seq., 34 
departmental accounts, for, 398 
petty cash book, 10 
purchases day book, 12, 34 
sales day book, 34 

sectional balancing, for purposes of, 34 
Crilating Carriage Typewriters, 451 
Comndssion on Profits, 
calculation of, 312 
Commission on Stares, 
balance sheet, in, 227 
on placing shared 227 
‘over-riding’, 226 
underwriti^ 226 



Company, 

absorption of, 321 tt seq, 

accounts of, 188 et seq.. Appendix 

amalgamation of, 314 et seq. 

balance sheet of, 268, 275 

bonus shares, 2M 

books of account of, 267 

capital of, 202 et seq. 

compulsory liquidation, in, 492 et seq. 

directors of, 273 

dividends, 303 et seq. 

holding, accounts of, 343 et seq. 

inter^t paid out of capital, 266 

memorandum and articles of, 194 

partnership and, 188 

private, 191 et seq. 

private firm, purchased by, 176, 241 et seq. 
profit and loss account of, 268, 269, 272 
profit or loss prior to incorporation, treatment 
of, 251 et seq. 
reconstruction of, 338 
reduction of capital of, 329 
share capital, classes of, 202 
statutory books and returns of, 195 et seq. 
Consequential Loss Insurance, 534 
Cmsignnient Accounts, 
account sales, 90 
consignee, entries in books of, 98 
consignor, entries in books of, 90 
• del credere agent, 90, 94 
proforma invoice, 95, 98 
unsold goods, treatment of, 92 
Consolidated Balance Sheet, 
bonus shar^ received by holding company from 
subsidiary, 363 

depreciation in respect of subsidiary’s assets, 
368, 383 

dividends paid out of pre-acquisiUon profits, 362 
financial year of subsidiary ending on different 
date to that of holding company, adjustments 
required, 353 
foreign subsidiaries, 382 
future income tax reserve of subsidiary, 363 
goodwill adjustments, 353, 357, 374, 378, 380 
proup accounts, part of, 347 
mter-company balances, 365 
losses incurred by subsidiary, 362 
minority intmsts, 356 
partly-owned subsidiaries, 356 
preference shares in subsidiaries, 364 
principles of, 352 

revaluation of assets of subsidiary, 368 
shares in holding company owned by subsidiary, 
379 

subsidiary owning shares in another subsidiary, 
371 

unrealised inter-company profits, 367 
wholly-owned subsidiaries, 353 
Consolidated Profit and Loss Accoont, 
balance carried forward, 386 
. Companies Act, provisions relating to, 383 
depreciaticni adjustments, 368, 383, 385 
directors’ rnnohunents, 386 
'holding company's profit and loss account as, 
389 

inter-company dividends, 384 
minority interests, 386 
proacquisition profits and losses, 384 
transfers to reserve, 383 
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CoDstdidated Profit and Loss Account icontinued) 
unrealised inter-company profits, 384 
Containers, 
accounts for, 588 
Contingent Liabilities, 
bankruptcy in, 481 
bills discounted, 110, 302 
consolidated balance sheet and, 366 
definition of, 302 
disclosure of, 302 
examples of, 302 
Continuous Stationery, 451 
Contract Accounts, 538 
profit taken, 539 et seq. 

Control Accounts. {See Total Accounts) 
Contributories, 
return to, 505 
statement of affairs, 492 
Conversion, 

debentures to those carrying lower rale of in¬ 
terest, 239 

foreign branch trial balance, 435,437 
private firm of, into limited company, 176, 241 
Copying Devices in Meduinised Accounting, 

450 et seq. 

Creditors, 

deferred, 122,151,483 
fully secured, 480 

novation, on change of partnership personnel, 149 
partly-secured, 480 
preferential, 481 
provision for discount on, 41. 
statement of affairs in, 479 et seq. 
total account for, 30, 81 
unsecured, 479 

Cumulative Preference Shares, 
anears of dividend on, 278, 303 
rights of, ItXl 
Current Accounts, 
branches, of, 420 
interest on partners', 124 
Current ^oating) Assets, 3 
definition, 3 , . . 

rate of exchange for converting into sterling, 437 

Current Liabilities, 4 

rate of exchange for converting into sterling, 437 
Day Books, 

description of, 5,11 et seq. 
methods of dispensing with, 26 
Days of Grace, 104 
Deceased Partner, 
liability of estate of, 149 
{See Outgoing Partner) 

Dead Rent (minimum rent), 528 
Debentures, 

balance sheet, in, 228, 230, 239 
better 229 

carrying a fixed charge, 228, 229 
carrying a floating charge, 228 
collateral security, as, 238 
conversion into debentures of lower rate of 
interest, 239 
definition of, 228 
discount, issued at, 230 
interest on, 229,234,235,237, 239,272 
investment, held as, 236, 237 
issue of, 229 
ledger, 229 
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Debentures {continued) 
mortage, 227 
premium, issued at, 230 
redemption of, 232 
reduction of capital scheme, in, 334 
register of holders, of, 197 
registration of, 229 
re-issue, available for, 232 
repayable at a premium, 231 
security for a loan, issued as, 238 
simple or naked, 228 
stamp duty on, 229 
Deeds of Arrangement, 
accounts in connection with, 492 
trustee under, 492 
Deferred Creditor, 
bankruptcy, in, 483 

loan to partnership at rate varying with profits, 
122,151 

Deferred Revenue Expenditure, 
nature of. 3 

suspense account, and, 67 
Deferred Shares, 203 
Deficiency Account, 
illustration, 4, 86, 488, 490 
in bankruptcy. 484 
in compulsoiy liquidation, 499 
Dei Credere Agent, 90, 94 
Departmoital Accounts, 398 et seq. 

Depreciation, 

based on historical or replacement cost, 46 

considerations to determine rate of, 44 

consolidated accounts, in, 368, 383, 385 

definition of, 43 

disclosure of, 272, 290 

double account system, under, 477 

external, 44 

fluctuation, distinction between, and, 44 
funds, under Double Account system, 477 
internal, 44 

necessity of providing for, 44 
obsolescence, and, 44, 46 
principal methods of providing for: 
annuity system, 53 
depletion unit, 59 
depreciation fund system, 55 
depreciation fund settlement with endown^nt 
policy, 57 

diminishing balance method, 51 
fixed instalment system, 48 
machine hour system, 59 
reducing instalment system, 51 
revaluation, 58 
sinking fund, 55 
straight line method, 48 
profits, deductible in calculating, 45 
provision for, 43 et seq. 

recommendation of Institute of Chartered 
Accountants on, 60 
sundry systems, 59 
Dilapidatkas, 
lease, provision for, 60 
Directors, 

compensation for loss of office, disclosure of, 274 

emoluments of, disclosure of, 273 

Ipans to, disclosure of, 281 

minute book, 199 

payments to, 273 

pensions, disclosure of, 273 


Directors (continued) 
register of, 199 

report of, for annual general meeting, 283 
report for statutory meeting, 201 
shareholdings, register of, 200 
Disbursements mt Behalf of Clients, 565 
Discount, 

bills of exchange, on, 108 et seq., 115,116,117, 
120 

cash, (q.v.), 6, 41 
debentures issued at, 230 
shares issued at, 213 
trade, 7 

Discount Company, 283 
Dishonoured ^Is, 118 
Dissentient Members, 
purchase of shares of, 339 
reconstruction scheme and, 339 
Dissolution of Partnership, 
ascertainment of deceased or bankrupt partner’s 
profits, 171 

assets, order of application, 157 
death or bankruptcy, by, 157, 171 
formula for closing books, 158,171,172 
Garner v, Murray, applied on insolvency of 
partner, 164, 167 
grounds for, 157 
limited partnership, of, 156 
piecemeal realisation, 165 
(See Outgoing Partner) 

Distribution of Assets in Specie, 
on dissolution of partnership, 178 
Dividends, 303 et seq. 
appropriation account, in, 272, 303 
arrears of cumulative preference, 278, 303 
deduction of tax from, 304 
interim, 303 

method of payment, 303 
out of pre-acquisition profit, 362 
proposed, inclusion in accounts, 272, 303 
purchase of investments, adjustment for, on, 551 
unclaimed, 303 
Documentary Bills, 120 
Dominion Roister, 198 
Double Account System, 
definition, 475 

renewal and depreciation funds, 477 
treatment of capital losses, 476 
Double Entry, 

advantages of, over single entry, 2 
definition of, 1 
fundamental rule of, 2 
theory of, 1 

Duplex adding listing machines, 457 

Electronic Computers, 469 et seq. 
input unit, 470 
storage unit, 470 
arithmetic and logic unit, 472 
output unit, 472 
control unit, 472 
program, 472 
installation, 473 
Employees* Loans, 
cusclosure of, 281 

Employen* liability Insurance Accounts, 572 
Endowment Policy, 
depreciation fund with, 57 
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Equity Share Capital, 203 
definition of, in group accounts, 345 
Errors, 

balancing, in, 17 
compensating, 17 
location of, 36 et seq, 
of commission, 17 
of omission, 17 
of principle, 17 

rectification of, through journal, 14 
Exem^ Private Company, 
certificate required, 192. 194 
conditions for exemption, 192 
privileges of, 193 

*Fan>Fold' Stationery, 451 
Farmers’ Accounts, 532 
Fictitious Assets, 3 
Finance Companies, 587 
Financial Statements, 
balance sheets in form of, 296 
profit and loss accounts in form of, 295 
Fire Claims, 
loss of stock, 533 
loss of profits, 534 
Fire Insurance Accounts, 571, 585 
Firm Application for Shares, 227 
Fixed Assets, 

basis of valuation necessary, 275, 279 
capital expenditure, 4 
definition, 3 

rate of exchange for converting into sterling, 437 
recommendations of Institute of Chartered 
Accountants. 280 ef seq. 

Fixed Charge. 228 
Fixed (Long I'erm) Liabilities, 4 
Floating Charge, 228 
Fluctuation, 

distinguished from depreciation, 44 
Foreign Branches, 434 et seq. 
fixed rate of exchange, 435 
fluctuating rate of exchange, 437 
subsidiary company, 382 
Foreign Eli^ange, 433 
Forfeiture of Shares, 218 
reduction of capital, as, 333 
re-issue, 218 

Formation Expenses, 225 
Founders' Shares, 203 
Future Income Tax, 286 

Garner i-. Murray, 
ruling in, 159, 164 
Goods on Consignment, 89 et seq. 

(See Consignment Accounts) 

Goods on Sale or Return, 86 et seq. 

Goodwill, 

absorption, on, 321, 323 
balance sheet, in, 276, 277 
consolidated balance sheet, adjustments in, 353, 
354, 375, 376, 378, 379 
definition of, 130 
due to, 131 

incoming partner, and, 132, 133 
outgoing partner and, 132,137 
profit sharing ratio, change in, 132,138 
s^e of business to a company, 242 
valuation of, 132 
Group Accounts, 

Companies Act, 1948, special provisions, 348 


Group Accounts (continued) 
consolidated Iralance sheet ( 4 . 1 '.), 352 et seq. 
consolidated balance sheet and profit and loss 
account, 347 

consolidated profit and loss account (q.v.), 383 
et seq. 

may be in form other than consolidated accounts, 
347. 348 

not required, where, 347 
statement where group accounts not submitted, 
349. 351 

Hire-Purchase Agreements, 512 c 7 .tcq. 
distinction between agreements to pay by in¬ 
stalments and, 512 
entries in buyer’s books, 513 
entries in seller’s books. 517 
Hire-Purchase Finance, 527 
Holding Companies, 343 et seq. 
advantages of, 343 

associated company, distinction between sub¬ 
sidiary company and, 346 
consolidated balance sheet (q.v.), 352 et seq. 
consolidated profit and loss account. 383 et seq. 
controlling interest, securing under See. 209, 343, 
344 

equity share capital, definition of, 345 
foreign subsidiary, 382 
group accounts ( 4 . 1 ’.), 346 et seq. 
subsidiary company, definition of, 345 
Holding Out. 149, 155 
Hotel, 

visitors’ ledger, 556 

Impersonal Accounts, 
definition of. 2 , 

Imprest System, 11 
Income and Expenditure Account, 
definition of, 19, 76 

distinguished from receipts and payments ac¬ 
count, 76, 77 
form of, 78 
Income 'I'ax, 

accounts, treatment of, in, 305 et seq. 
appropriation of profit, 313 
debenture interest, deduction from, 229, 306,309 
dividends, deduction from, 306, 309 
interest paid out of capital, 267 
profits, not deductible in calculating, 313 
provision or reserve for, 271 
Incoming Partner, 
goodwill affecting, 132, 133 
Incomplete Records, 

preparation of accounts from, 79 et seq. 
Indemnity Insurance, 581 
Insolvent Partner, 

deficiency borne by solvent ones, 159, 164 
Instalmoits, 

agreements to pay by (q.v.), 527 
distinction between hire-purchase agreements 
and, 512 

repayment of outgoing partner’s capital by, 149 
Insurance Accounts, 569 et seq. 

marine, 547 
Insurance Claims, 
life assurance accounts, in, 580 
loss of profits, 534 
loss of stock, 533 
marine, 547 
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Intangible Assets, 4 
Interest, 

capital, interest on partners*, 126 
detenture, 229, 234, 235, 237, 239, 272 
drawings, interest on, 127 
hire-purchase, 512 e/ seq, 
investment accounts, in, 549 et seq. 
paid out of capital, 266 
rate varying with profits, 122 
Interim Dividends, 303 
Investments, 

classification in Balance Sheet, 288, 289 
finance company’s books, 587 
interest on, in accounts, 272 
ledger accounts for, 549 
purchase of, 549 
quoted, 277 
Invoice, 

pro forma (consignment), 95,98 
use of, as posting medium, 460 

Joint Stock Bank, 
balance sheet, 545, Appendix 
functions of, 543 
Joint Venture, 
definition of, 179 

entries in books relating to, 179 et seq. 
Journal, 

description of, 5, Met seq. 
form for entries in, 13 
narrative in, 13 

rectification of errors through, 14 
transfer, 31 
use of, 12 

Lease, 

depreciation of, S3, 55 
dilapidations arising under, 62 

Ledger, 

accounts, kinds of, 2 
card,16 

hotel visitors’, 556 
loose-leaf, 16 

personal, methods of dispensing with, 26 
plant, 557 

purchases day book, combined with, 555 

rental, 555 

self-balaming, 35 

share, 196, 222, 224 

summary book for entries in, 36 

tabular, 555 

types of, 16 

Leiteer Posting Machines, 
accounting routine, 460 
analysis by accounting machines, 466 
control accounts, 462 
detection and prevention of errors, 460 
double run, 462 
pre-listing, 462 
sources of error, 460 
Letters of Allotment, 209 
Letters oS Regret, 209 
Liabilities, 
contingent, 302 
kinds of, 4 
outstanding, 42 

proposed dividends shown as, 303 
secured, 278 

life Assurance Accounts, 570, 575, 585 


LifePoii^, 

to provide for part payment of share of deceased 
partner, 142 
Limited Company. 

{See Company) 

Limited Partnersbips Act, 1907,156 
Liquid Assets, 3 
Liquidation Accounts, 504 
compulsory liquidation: 
liquidators’ accounts, 500 
statement of affairs, in, 493 et seq. 
preferential creditors, in, 493 et seq. 
return to shareholders, 505 
statement of account, in voluntary liquidation, 
statement of affairs, 492, 497 et seq. 
voluntary liquidation, 501 et seq. 

Loans, 

directors’, in balance sheet, 282 
employees’, in balance sheet, 282 
officers, to, di»:losure of, 281 
partners, by, 130 

repayment of, by sinking fund, 63 
retired partner’s capital left as, 150 
secured by issue of debentures, 238 
to partnership at interest varying with profits, 
122,151 

Long-Tm'm Lialdlities, 4 
Loose-Leaf Books, 
ledgers, 16 

minute books, 17, 199 
Loose Plant and Tools, 
depreciation by re-valuation, 58 
Loss of Profits (Consequential Loss) Insurance, 534 

Machine Hour, 
depreciation by, 59 
Maintenance Provision Account, 62 
Making-up Price, 558 
Manufacturing Account, 69 et seq. 

Management Shares, 203 
Marine Insurance Accounts, 547, 573 
Mechanised Accountii^, 
adding machines, 454 
adding-listing machines, 455 
calculating machines, 458 
copying and writing devices, 450 
duplex machines, 457 
full-keyboard machines, 454 
half-k^board machines, 455 
ledger-posting machines (q.v.), 459 et seq. 
principles, 449 

punched card systems (q.v.), 462 et seq. 
report of Institute of Chartered Accountants, as 
to, 449 

twelve-key keyboard, 456 
writing and copying devices, 450 
Members, 

register of, 195, 222 
Memorandum of Asaodatimi, 194 
Mine, 

d^reciation for, 59 

minimum rent and royalties, 528 et seq. 

Minimum Subscription, 207 
Minority Interests, 356, 386 
Minute Books, 199 
loose-leaf, 17,199 
MIscellaneons Accounts, 512 et seq. 
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Mortgage, 

balance sheet, in. 228 

building societies, details in accounts of, S93, S96 
debentures, 228 * 

definition of, ^7 
entries in register of charges, 228 
Motor Vehicle Insurance Accounts, S72 

Name, 

company of, 194 
partnership of, 123 
registration of, 123 
Negotiable IiKtruments, 104 
No par value, 
shares of, 205 
Nominal Accounts, 
definition of, 2 

Obsolescence, 

distinguished from depreciation, 44 
treatment of, 46 
Ordinary Shares, 203 
deferred ordinary, 203 
preferred ordinary, 203 
Outgoing Partner, 

amount due to, methods of settling, 148 et veq. 

deficiency of, 159, 161, 164 

Elliot V. Elliot, 148 

Garner v. Murray, 159, 164 

goodwill affecting, 132, 137 

holding out, 149 

liability of, 149 

life policy to provide for repayment of, 142 
Outstanding Fees, 
of professional men, 566 
Outstanding Liabilities, 42 
Overriding Commission, 226 

Packages and Empties, 588 
Partner, 

agent of other partners, 122 
duties of a, 125 
^neral, 156 
Umited, 156 

outgoing (q.v.), 148 et seg. 
quasi, 155 

rights and duties of, 125, 155 
sleeping, 155 
Partnership, 
agreement, 123 
at will. 123 
bankruptcy of, 489 

co-ownership, distinguished from, 122 
definition of, 122 
dissolution (^.v.), 157 et seg. 
holding out, 149, 155 
limited, 155 

limited company, conversion to, 176 
limited company, difierence from, 188 
name, 123 

novation by creditors, 149 
number of partners restricted, 122,188 
registration of a, 123 

ri&ts and duties in absence of agreement, 125 
when sharing of profits does not constitute, 122 
PartMTdiip Accounts, 
absence of agreement, rules in, 125 
adjustments, miscellaneous, 146 
agreement, usual clauses in, 124 


Pnrtncrahip Accounts (amtimied) 
amalgamation of sole traders, 173 
bankruptcy, 489 

capital accounts of partners, 130 
change of personnel, adjustnrients on, 153 
current accounts of partners, 130 
dissolution, 157 et seg. 
goodwill in, 130 et seg. 
interest - on capital, 126 
on drawings, 127 
jc«nt ventures, 179 et seg. 
life policy, to provide for share of deceased 
partner, 142 
loans by partners, 130 
outgoing partner 148 et seg. 
piece-meal realisation, 165 
profit-sharing ratio, change in, 138 
salaries of partners, 127 

sale to limited company, \lbet seq.,lA\,'7Ai et.seg. 
Payments in Advance, 43 
Peg-Board Methods, 453 
Pmonal Accounts, 
definition of, 2 
Petty Cash, 

columnar form of bf>ok, 10 
imprest system, 11 
photo-copying, 451 
Plant, 

depreciation of, 44 et seg. 
ledger, 557 
register, 48 
Preference Shares, 
arrears of dividends on, 278 
consolidated balance sheet, treatment in, 364 
participating, 202 
redeemable, 203 

reduction of capital, in, 333, 335 
Preferential Creditors, 
bankruptcy, in, 481 
liquidation in, 493 et seg. 

Preliminary Expenses, 
balance sheet, on, 225 
description of, 225 
fictitious asset, 3 
Premium, 

debentures issued at, 230 
debentures, repayable at, 231 
insurance, 575 

redemption of redeemable preference shares, 214 
shares issued at, 211 
Prepayments, 43 
Prime Entry, Bordcs of, 5 et seg. 

Private Company, 
certificate required from, 194 
definition of, 191 
exempt, 192 
privile^s of, 193,194 
Pi^essional Accounts, 560 
Profit, 

calculation for life assurance companies, 577,578 
claims for loss of, 534 
pre-acquisition (holding company), 384 
prior to incorporation, apportionment of, 251 
et seg. 

remuneration based rni, 312 
Profit and Loss Account, 
company, 269, 272 
consolidated {g.v.), 383 et seg. 
definition of, 18 
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ProBt and Loss Account {continued) 
exemptions for special classes of companies, 283 
illustrations of company, 291 et seg.. Appendix 
Institute of Chartered Accountants, reconuncn- 
dations of, 289 et seg. 

Pro Forma Invoice, 
consignments, 93, 98 
Promissory Note, 
days of grace, 104 
dctinition of, 103 
forms of, 106 
joint, 106 

Joint and several, 107 
parties to, 103 
stamp duties on, 104 
Prospectus, 

application letters, with, 206 
discount on shares, 213 
minimum subscription, 207 
Provisioas, 
bad debts, for, 39 
balance sheet, in, 270, 277, 286 
cash discounts, for, 41 
definition of, 37, 270 
depreciation, for, 43 et seg. 
outstanding liabilities for, 42 
repairs, for, 62 
Published Accounts, 
specimens of, 601 el seg. 

Punched Card Accounting, 
analysis and tabulation, 464, 468 
applications to ledger posting, 466 
cards, 463 
description, 462 
electronic calculator, 465 
interpolator, 466 
interpreter, 465 
punching the cards, 463 
reproducing punch, 465 
sorting, 464 

summary card punch, 465 
tabulating, 464 
verifying, 464 
Purchases Day Book, 
columnar, 12, 34 
combined with ledger, 555 
departmental, 398 
form of, 11, 12 

outstanding liabilities, entered in, 43 
Quasi-Partner, 155 

Quantity Stock Accounts of Agents, 99 
Quoted Investment, 
definition of, 278 

Ratios, Accounting, 75 
Real Accounts, 
definition of, 2 
Realisation Account, 
dissolution of partnership, 157 et seg. 
sale of company, 321 
Rebated Bills, 121 
Receipts and Expenditure Account, 
definition of, 77 
professional man, of, S67 
Receipts and Payments Account, 
definition of, 76 

distinguished from an income and expenditure 
account, 76, 77 


Receipts and Payments Account {continued) 
form of, 78 
receiver, of, 508, 510 
statutory report, in, 201 
trustee of a deed of arrangement, of, 492 
Receiver^ip Accounts, 508 
ReconcUiation Statement, 
bank pass book with cash book, 8 
Reconstruction of a Company, 338 
Rcdeenwble Short Worktegs, 528 et seg. 
Redeemable Preference Shares, 
balance sheet, in, 214 
conditions of redemption, 214 
issue of, 214 

Journal entries on redemption, 215 
stamp duty on new issue at redemption, 214 
Reduction in Share Capital, 329 et seg. 

Register, 

of charges, 196, 228, 230 
of debenture holders, 197 
of directors and secretaries, 199 
of directors' shareholdings, 200 
of members, 195, 224 
of share warrants, 225 
of transfer, 223 
plant, 48 

Registration of Business Names, 123 
Remuneration Based on Profits, 312 
Renewal Fund, 

under double account system, 477 
Rental I^ger, 555 
Repairs, Renewals and Replacement, 
treatment of,'61 et .seg. 

Reserve, 

balance sheet, in, 270, 277 
capital, 39, 270, 285 
definition of, 38, 270 
fund, 38, 285 
secret, 65 
Reserve Fund, 

capital redemption reserve fund, 214, 271 
definition of, 38 
Retired Bills, 118 
Return Day Books, 11 
Return of Allotments, 210 
Return to Shareholders, in Liquidation, 505 
Revaluation, 

ascertaining outgoing partner's share, 153 
assets of subsidiary, 368 
change of personnel, on, 153 
depreciation by, 58 
loose plant and tools, 58 
Revenue Account, 
definition of, 19 

insurance companies' accounts, 570 et seg. 
Revenue Expmditure, 
definition of, 4 

distinguished from capital expenditure, 4 
Rights, 
issue of, 554 

Royalties and Minimum Rents, 528 et seg. 

Sale or Return, 
goods sent out on, 86 et seg. 

Sales Day Book, 
columnar, 34 
entries in, 11 

Schones for Capital Reduction, 333 
Sarip Profits, 587 
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Secret Resmes, 6S 
Secretaries and Directors, 
register of, 199 
Sectional Balancing, 35 
Sdf-Balancing Le^iers, 33 
Share Books, 
register of members, 195 
register of transfers, 223 
share ledger, 1%, 224 
share warrant register, 225 
Share Capital, 

application and allotment of, 206 et seq. 
classes of, 202 et seq. 
payment of interest out of, 266 
reduction of, 329 et seq. 
return of, in liquidation, 505 
stock and share, distinction between, 205 
Share Certificate, 210 
balance certificate, 223 
Share Pranhim Account, 211 
Share Profits, 
treatment of, 587 
Shares, 

application for and allotment of, 206 et seq. 
bonus, 264, 553 
brokerage on, 229 
calls on, 210 

commission on placing, 227 
deferred, 203 

deferred ordinary shares, 203 

definition of, 205 

discount, issued at, 213 

dividends on amount paid up, 303 

forfeiture of, 218 

founders’, 203 

fractions, dealing with, 317 

issue of, 211 

management, 203 

no par value, 205 

ordinary, 203 

participating preference, 202 
preference, 202 

preference shares of subsidiaries, 364 
preferred ordinary shares, 203 
premium, issued at, 211, 323 
redeemable preference, 203, 214, 285 
subsidiap', in holding company, 379 
signatories’, 209 
stock, distinguished from, 206 
transfer, 222 

underwriting commission on, 226 
vendors, 209 
warrants to bearer, 225 
valuation of, on amalgamation, 315, 322, 323 
Share Warrants to Bearer, 225 
Shippi^ Accounts, 
marine insurance, 547 
voyage accounts, 546 
Short »IIs, 120 
Short Workings, 528 et seq. 

Signatories’ Shares, 209 
Si^e Entry, 
accounts from, 79 
definition of, 79 
statement of affairs under, 84 
Sinking Fund, 
depreciation, for, 55 et seq. 
repayment of debentures, for, 232 
repayment of loans, for, 63, 235 


Sleeping Partner, 155 
Sole Traders, 
accounts of, 20 
amalgamation of, 173 
Solicitors' Accounts, 560 
accounts on a cash basis, 567 
disbursements on behalf of cltents, 565 
solicitors’ accounts rules. 560 
Split Platen Typewriters, 452 
Stai^ Duties, 
bills of exchange, 104 
debentures, 229 
limited partner's capital, 156 
promissory notes, 104 
relief from, on amalgamation, 317 rt seq. 
share capital, 191, 222 
transfer, 222 
Statement of Affairs, 
bankruptcy, 479, 485, 487, 490 
deed of arrangement, 492 
illustration, 486 et seq., 4SK), 496 el seq. 
from incomplete records, 84 
liquidation, 492 ct ,seq. 
receiver, must be sent to, 508 
Statutory Bottks and Returns of Companies, 

195 et seq. 
allotments, 210 
annual return, 197 
books of account, 268 
minute hooks, 199 
register of charges, 196, 228 
register of debenture holders, 197 
register of directors and secretaries, 199 
register of directors' shareholdings, 200 
register of members, 195, 222, 224 
statutory report, 201 
Statutory Forms of Account, 
building societies, 597 
insurance companies, 570 et .seq. 

Statutory Meeting and Report, 201 
directors' report, 201 
Stencil Copying, 451 
Stock, 

definition of, 205 
distinguished from shares, 205 
Stock Exchange Transactions, 557 el seq. 
Stock-in-Trade, 
agents, accounts for, 99 
branches, sent to, 403 cl seq. 
consignment stock, 92 

consolidated accounts, adjustment of, 367, 369 
fire claim for, 533 
hire-purchase, out on, 525 
recommendations of Institute of Chartered 
Accountants as to, 297 et seq. 
quantity accounts, 99. 413 
sale or return on, 89 
valuation of— 
consignment accounts, 92 
trading accounts, 297 
Subsidiary Companies. 

(See Holding Companies) 

Supo* Profits, 

goodwill, valuation on basis of, 132 
Surroider of Shares, 
reduction of capital, as, 333 
Surrender Value, 580 

insurance policy, adjustment to, 57,58,142,143, 
580 
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Surtax, 

companies, on, 190 
Swpenae Account, 
annuity, 151 

debtors’ and creditors’ where not taken over by 
company, 255 
difference on books, 67 
uses of, 43 

Table ‘A’, 
application of, 195 
provision regarding— 
calls, 210 
dividends, 303 
forfeiture, 218 
transfers, 222 
Tabular Ledgers, 555 
Tangible As^s, 4 

Taxation, Treatment of. In Accounts, 305 et seq. 
Tax Reserve Certificates, 307 
Tools and Loose Plant, 
treatment on revaluation of, 58 
Total (or Control) Accounts, 
branch debtors for, 404 
cash account, 8 
creditors, 30, 81 
debtors, 29, £1 
definition of, 28 
location of errors by, 28, 36 
mechanised accounting, in, 462 
reasons for raising, 28 
Trade Discount, 
definition of, 7 
Trading Account, 
compilation of, 18 er seq. 
deeds of arrangement, trustee in, of, 492 
de^tion of, 17 

quantities in connection with, 18 
trustee in bankruptcy, of, 492 
Transfer of Shares, 
certified transfer, 223 


Transfer of Shares (continued) 
form of transfer, 222 
register of transfers, 223 
stamp duty on, 222 
Trial Balance, 

currency, conversion of, 435 et seq. 
definition of, 17 

difference on, suspense account for, 67 
errors not disclosed by, 17 
IcKation of errors in, 36 et seq. 

Trustee, 

bankruptcy, in, 490 
debenture holders, for, 229 
deed of arrangement, under, 492 

Uncompleted Work, 
accounts of professional men, 566 
Underwriters’ Accounts, 
insurance, 547 
shares, 226, 227 
Underwriting Commission, 
balance sheet, disclosure in, 227 
definition of, 226 
‘ovei-riding’, 226 

Valuation Balance Sheet, 577, 584 
Valuation of Assets, 
goodwill, 132 

statement of affairs, for, 483 
stock-in-trade, 297 
Vendors’ Shares, 209 
Voyage Accounts, 546 

Wasting Assets, 3 
Wear and Tear, 44 
Working CapiM, 3, 4 
maintenance of, by sinking fund, 63 
Work in Progi^, 
manufacturing account, in. 73 
professional man, of, 566 










